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          1                      P-R-O-C-E-E-D-I-N-G-S

          2             THE DEPUTY CLERK:  CIVIL ACTION 98-1232, UNITED

          3   STATES OF AMERICA VERSUS MICROSOFT CORPORATION, AND 98-1233,

          4   STATE OF NEW YORK, ET AL. VERSUS MICROSOFT CORPORATION.

          5             PHILLIP MALONE, STEPHEN HOUCK AND DAVID BOIES FOR

          6   THE PLAINTIFFS.

          7             JOHN WARDEN, STEVEN HOLLEY, RICHARD UROWSKY AND

          8   WILLIAM NEUKOM FOR THE DEFENDANT.

          9             THE COURT: GOOD MORNING, MR. BOIES.

         10             MR. BOIES:  GOOD MORNING, YOUR HONOR.

         11             THE COURT:  GOOD MORNING, MR. SCHMALENSEE.

         12             THE WITNESS:  GOOD MORNING, YOUR HONOR.

         13             THE COURT:  WELCOME BACK, AND I REMIND YOU, SIR,

         14   THAT YOU'RE STILL UNDER OATH.

         15             THE WITNESS:  THANK YOU, YOUR HONOR.

         16             (DEAN RICHARD L. SCHMALENSEE, DEFENDANT'S WITNESS,

         17   PREVIOUSLY SWORN.)

         18                   CROSS-EXAMINATION, CONTINUED

         19   BY MR. BOIES:

         20   Q.  GOOD MORNING, MR. SCHMALENSEE.

         21   A.  GOOD MORNING, MR. BOIES.

         22   Q.  I'D LIKE TO BEGIN THIS MORNING BY CONTINUING OUR

         23   DISCUSSION OF MARKET POWER.  AND AM I CORRECT THAT YOU AGREE

         24   THAT AN ANALYSIS OF WHETHER OR NOT THERE ARE BARRIERS TO

         25   ENTRY IS AN IMPORTANT ELEMENT IN ASSESSING WHETHER OR NOT
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          1   MICROSOFT HAS MONOPOLY POWER?

          2   A.  BARRIERS TO ENTRY ARE ALMOST ALWAYS A RELEVANT ELEMENT

          3   OF AN ANALYSIS.

          4   Q.  YOU HAVE LOOKED AT THE QUESTION OF WHETHER OR NOT THERE

          5   ARE BARRIERS TO ENTRY INTO PROVIDING P.C. OPERATING SYSTEMS

          6   IN COMPETITION WITH MICROSOFT; HAVE YOU NOT, SIR?

          7   A.  I'VE FOCUSED ON THE ISSUE OF PLATFORMS, AND I HAVE

          8   CONSIDERED THE ANALYSIS PUT FORWARD BY PLAINTIFFS'

          9   ECONOMISTS ON THAT SUBJECT, YES, I HAVE.

         10   Q.  LET ME BE SURE THAT THE QUESTION AND ANSWER ARE MEETING.

         11   HAVE YOU LOOKED AT AND ANALYZED WHETHER OR NOT THERE ARE

         12   BARRIERS TO ENTRY, AS ECONOMISTS USE THAT TERM, TO PEOPLE

         13   SUPPLYING P.C. OPERATING SYSTEMS IN COMPETITION WITH

         14   MICROSOFT?

         15   A.  YES.

         16   Q.  AND WHAT DID YOU CONCLUDE?

         17   A.  I CONCLUDED THAT WHILE ENTRY IS NOT EASY IN THE SENSE

         18   THAT YOU OR I MIGHT FIND IT EASY TO ENTER THAT MARKET, THAT

         19   AS ECONOMISTS USE THE TERM GENERALLY, THERE ARE NOT

         20   SIGNIFICANT BARRIERS TO ENTRY.  AND, IN PARTICULAR, THE

         21   APPLICATIONS PROGRAM BARRIER DESCRIBED BY OR PUT FORWARD BY

         22   PLAINTIFFS' ECONOMISTS IS NOT A SIGNIFICANT BARRIER TO ENTRY

         23   INTO THAT BUSINESS.

         24   Q.  NOW, YOU REFERRED IN YOUR ANSWER TO THE WAY ECONOMISTS

         25   TALK ABOUT THE TERM "BARRIERS TO ENTRY."
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          1   A.  YES.

          2             MR. BOIES:  LET ME PUT BEFORE THE WITNESS AND

          3   OFFER AN EXCERPT FROM A TREATISE BY PROFESSOR AREEDA AND

          4   PROFESSOR HOVENKAMP.

          5   BY MR. BOIES:

          6   Q.  THAT IS A TREATISE YOU'RE FAMILIAR WITH, IS IT NOT, SIR?

          7   A.  IT'S A TREATISE ON ANTITRUST.  I DON'T KNOW THAT I'VE

          8   READ THE LATEST EDITION, BUT I AM GENERALLY FAMILIAR WITH

          9   IT.

         10   Q.  OKAY.

         11             MR. UROWSKY:  NO OBJECTION, YOUR HONOR.

         12             THE COURT:  GOVERNMENT'S 1516 IS ADMITTED.

         13                                   (WHEREUPON, PLAINTIFF'S

         14                                   EXHIBIT NUMBER 1516 WAS

         15                                   RECEIVED IN EVIDENCE.)

         16   BY MR. BOIES:

         17   Q.  DEAN SCHMALENSEE, I'D LIKE TO DIRECT YOUR ATTENTION TO

         18   PAGE 55, SECTION 420, WHERE PROFESSORS AREEDA AND HOVENKAMP

         19   PROVIDE A DEFINITION OF A BARRIER TO ENTRY, AND I WANT TO

         20   DIRECT YOUR ATTENTION BOTH TO THE DEFINITION AND TO A

         21   FOOTNOTE THAT APPEARS THERE.

         22             THE DEFINITION IS "A BARRIER TO ENTRY IS ANY

         23   FACTOR THAT PERMITS FIRMS ALREADY IN THE MARKET TO EARN

         24   RETURNS ABOVE THE COMPETITIVE LEVEL WHILE DETERRING

         25   OUTSIDERS FROM ENTERING."
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          1             DO YOU SEE THAT, SIR?

          2   A.  YES.

          3   Q.  AND I'D ALSO LIKE TO DIRECT YOUR ATTENTION TO FOOTNOTE 2

          4   AT THE BOTTOM OF THE PAGE THAT RELATES TO THAT STATEMENT.

          5   IT SAYS "THIS IS THE DEFINITION OF J.S. BAIN, BARRIERS TO

          6   NEW COMPETITION:  THEIR CHARACTER AND CONSEQUENCES IN

          7   MANUFACTURING INDUSTRIES.  ALTHOUGH THIS DEFINITION IS

          8   CONTROVERSIAL AMONG ECONOMISTS AND MAY NOT BE APPROPRIATE

          9   FOR ALL PURPOSES, SECTION 420C SHOWS THAT IT BEST SERVES

         10   ANTITRUST POLICY IN MOST CIRCUMSTANCES."

         11             NOW, LET ME GO BACK TO THE TEXT AND THE DEFINITION

         12   OF A BARRIER TO ENTRY AS "ANY FACTOR THAT PERMITS FIRMS

         13   ALREADY IN THE MARKET TO EARN RETURNS ABOVE THE COMPETITIVE

         14   LEVEL WHILE DETERRING OUTSIDERS FROM ENTERING."

         15             IS THAT A DEFINITION OF "BARRIERS TO ENTRY" THAT

         16   YOU ACCEPT AS THE APPROPRIATE DEFINITION?

         17   A.  THAT'S BROADLY CONSISTENT WITH THE DEFINITION IN MY

         18   DIRECT TESTIMONY AND DEFINITIONS I'VE USED IN OTHER

         19   WRITINGS.

         20   Q.  OKAY.  NOW, LET ME FOCUS ON THE APPLICATIONS PROGRAMMING

         21   BARRIER TO ENTRY, WHICH WAS THE ONE THAT YOU MENTIONED.

         22   DOES YOUR ANALYSIS DEPEND ON YOUR CONCLUSION THAT MICROSOFT

         23   IS NOT PROTECTED BY BARRIERS TO ENTRY IN THE SENSE THAT

         24   ECONOMISTS USE THAT TERM AND IN THE SENSE THAT YOU USE THAT

         25   TERM?
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          1   A.  TO BE PERFECTLY CLEAR, THE ISSUE OF BARRIERS TO ENTRY IS

          2   ALWAYS AN ISSUE OF DEGREE.  THERE ARE OBSTACLES OF SOME

          3   LEVEL IN MOST BUSINESSES.  WHAT'S IMPORTANT TO MY CONCLUSION

          4   IS THAT MICROSOFT IS NOT PROTECTED BY SUBSTANTIAL OR

          5   UNUSUALLY HIGH BARRIERS.

          6   Q.  LET ME ADOPT YOUR PHRASEOLOGY.  IS IT FAIR TO SAY THAT

          7   YOUR CONCLUSION THAT MICROSOFT DOES NOT HAVE MONOPOLY POWER

          8   DEPENDS ON YOUR CONCLUSION THAT MICROSOFT IS NOT PROTECTED

          9   BY SUBSTANTIAL BARRIERS TO ENTRY AS THAT TERM HAS BEEN

         10   DEFINED?

         11   A.  THE ANALYSIS OF BARRIERS TO ENTRY WAS PART OF THE

         12   ANALYSIS THAT SUPPORTS THAT CONCLUSION.  IT IS CONSISTENT

         13   WITH THAT CONCLUSION.  THE ANALYSIS TO PRICING, OF COURSE,

         14   IS ALSO A SUPPORT FOR THAT CONCLUSION, AS IS THE EXISTENCE

         15   OF ACTUAL ENTRY.  BUT THE ANALYSIS OF BARRIERS CERTAINLY IS

         16   AN ELEMENT SUPPORTING THAT CONCLUSION.

         17   Q.  WELL, LET ME TRY TO FOCUS ON WHAT MY QUESTION IS.  YOU

         18   MENTIONED ACTUAL ENTRY.  IS ACTUAL ENTRY IMPORTANT TO YOU,

         19   OTHER THAN AS EVIDENCE THAT THERE ARE NOT SUBSTANTIAL

         20   BARRIERS TO ENTRY?

         21   A.  IN THIS INSTANCE, NO.

         22   Q.  OKAY.  SO LET ME PUT MY QUESTION AGAIN.  YOU HAVE

         23   CONCLUDED THAT MICROSOFT, IN YOUR OPINION, DOES NOT POSSESS

         24   MONOPOLY POWER, CORRECT?

         25   A.  CORRECT.
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          1   Q.  AND YOU HAVE CONCLUDED THAT, IN YOUR OPINION, MICROSOFT

          2   DOES NOT HAVE THE PROTECTION OF SUBSTANTIAL BARRIERS TO

          3   ENTRY, CORRECT?

          4   A.  CORRECT.

          5   Q.  NOW, WHAT I AM TRYING TO MAKE CLEAR IS WHETHER THE FIRST

          6   CONCLUSION DEPENDS ON THE SECOND.  THAT IS, COULD YOU REACH

          7   THE FIRST CONCLUSION, GIVEN WHAT YOU HAVE DONE, WITHOUT

          8   REACHING THE SECOND?

          9   A.  NO.

         10   Q.  OKAY.  IN THAT CASE, WHAT I WANT TO DO IS I WANT TO

         11   FOCUS ON THE ISSUE OF BARRIERS TO ENTRY.  YOU RECOGNIZE THAT

         12   THE APPLICATIONS PROGRAMMING ALLEGED BARRIER TO ENTRY IS

         13   SOMETHING THAT DOES, IN FACT, MAKE IT MORE DIFFICULT FOR

         14   PEOPLE TO ENTER THE BUSINESS OF SUPPLYING OPERATING SYSTEMS,

         15   CORRECT?

         16   A.  YES.  ANYONE WHO ATTEMPTS TO ENTER THAT BUSINESS NEEDS

         17   TO ATTRACT ISV'S TO WRITE APPLICATIONS PROGRAMS.  THAT'S

         18   PART OF THE PROCESS OF ENTRY.

         19   Q.  AND DO YOU RECOGNIZE THAT DOING THAT TODAY IS MORE

         20   DIFFICULT THAN DOING THAT 15 YEARS AGO?

         21   A.  I HAVE SEEN ABSOLUTELY NO EVIDENCE THAT SUGGESTS THAT.

         22   IN FACT, 15 YEARS AGO, THE ISV COMMUNITY WAS MUCH SMALLER

         23   THAN IT IS TODAY.  SO I DON'T RECOGNIZE THAT, IN FACT.

         24   Q.  WELL, DEAN SCHMALENSEE, WHEN YOU TALK ABOUT ATTRACTING

         25   APPLICATIONS, IS IT THE ABSOLUTE NUMBER OF APPLICATIONS THAT
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          1   YOU NEED TO ATTRACT OR IS IT IMPORTANT TO ATTRACT A NUMBER

          2   OF APPLICATIONS THAT IS COMPARABLE TO THE NUMBER OF

          3   APPLICATIONS THAT COMPETITIVE OPERATING SYSTEMS HAVE?

          4   A.  I WOULD SAY NEITHER.  I WOULD SAY IT'S IMPORTANT TO

          5   ATTRACT A SET OF APPLICATIONS THAT FULFILL THE NEEDS OF

          6   POTENTIAL USERS OF THE OPERATING SYSTEM.

          7             I DON'T KNOW HOW MANY THOUSAND OPERATING -- HOW

          8   MANY THOUSAND APPLICATIONS THERE ARE WRITTEN FOR THE WINDOWS

          9   PLATFORM.  I ONLY USE A FEW, AND I HAVE ONLY USED A FEW.

         10   AND ONE COULD ELIMINATE THE VAST MAJORITY OF THOSE WITHOUT

         11   AFFECTING THE PLATFORM'S DESIRABILITY TO ME.

         12   Q.  WELL, WHEN YOU SAY THE PLATFORM'S DESIRABILITY TO YOU,

         13   SIR, THAT'S REALLY NOT THE RIGHT TEST FROM AN ECONOMIC

         14   STANDPOINT, IS IT?

         15   A.  NO, NO.  IT'S THE DESIRABILITY TO -- A SUFFICIENT BASE

         16   OF USERS TO MAKE THE ENTERPRISE PROFITABLE, YES.  BUT LET

         17   ME, JUST TO CLARIFY -- WHAT IS TRUE OF ME IS, I BELIEVE,

         18   TRUE OF MOST USERS.  THEY DON'T USE THOUSANDS OF

         19   APPLICATIONS.  THEY USE A FEW.

         20   Q.  YOU TESTIFIED YESTERDAY, AS YOU HAD AT YOUR DEPOSITION,

         21   THAT AT THE PRESENT TIME, NEITHER LINUX, NOR THE BE

         22   OPERATING SYSTEM, HAD SUFFICIENT APPLICATIONS IN ORDER TO

         23   MAKE THEM A VIABLE COMPATIBLE ALTERNATIVE FOR LARGE OEM'S.

         24   DO YOU RECALL THAT?

         25   A.  WHERE WE MEANT BY "COMPETITIVE ALTERNATIVE," SOMETHING
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          1   TO WHICH THEY MIGHT SWITCH WHOLESALE, THAT'S CORRECT.

          2   Q.  THAT THEY MIGHT SWITCH AND USE INSTEAD OF WINDOWS?

          3   A.  INSTEAD OF, YES.

          4   Q.  THEY IS THAT THEY MIGHT SUBSTITUTE LINUX FOR WINDOWS?

          5   A.  THAT'S CORRECT.

          6   Q.  OKAY.  NOW, BOTH LINUX AND BE HAVE HUNDREDS OR PERHAPS

          7   THOUSANDS OF APPLICATIONS WRITTEN FOR THEM, CORRECT, SIR?

          8   A.  THAT'S CORRECT.

          9   Q.  BUT THE PROBLEM WITH LINUX AND BE IS THAT THEY DON'T

         10   HAVE APPLICATIONS THAT ARE COMPARABLE TO THE APPLICATIONS

         11   THAT WINDOWS HAS AT THE PRESENT TIME, CORRECT?

         12   A.  TO THE BEST OF MY KNOWLEDGE.  AND, AGAIN, I WASN'T

         13   CERTAIN YESTERDAY WHETHER WORDPERFECT OFFICE, FOR INSTANCE,

         14   WHICH IS AN OFFICE PRODUCTIVITY SUITE OF THE SORT THAT

         15   PEOPLE USE HEAVILY, WAS OUT FOR LINUX.  IF IT'S OUT FOR

         16   LINUX, THAT MAKES A DIFFERENCE.  BUT I HADN'T FOLLOWED THE

         17   DETAILS.

         18   Q.  YOU HAVEN'T INVESTIGATED THAT; IS THAT WHAT YOU'RE

         19   SAYING?

         20   A.  I WAS UNCERTAIN WHEN I TESTIFIED.  I'VE LOOKED AT SOME

         21   DOCUMENTS.  IT'S OUT.

         22   Q.  YOU'VE LOOKED AT SOME DOCUMENTS OVERNIGHT?

         23   A.  OVERNIGHT, YES.

         24   Q.  OVERNIGHT YOU INVESTIGATED WHETHER THIS PROGRAM FOR

         25   LINUX WAS OUT?
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          1   A.  JUST IN THE COURSE OF READING, YES.

          2   Q.  IN THE COURSE OF READING LAST NIGHT?

          3   A.  YES.  TO BE MORE PRECISE, THIS MORNING.

          4   Q.  THIS MORNING?

          5   A.  YES.

          6   Q.  NOW, IS WHETHER OR NOT THIS PARTICULAR PROGRAM FOR LINUX

          7   IS OR IS NOT OUT -- IS THAT IMPORTANT TO YOUR CONCLUSION

          8   CONCERNING ENTRY?

          9   A.  NOT PARTICULARLY.  I INDICATED YESTERDAY THAT I THOUGHT

         10   IT WASN'T OUT, BUT WOULD BE SHORTLY.  I GATHER FROM READING

         11   THIS MORNING, IT IS OUT.  THE DIFFERENCE IS PRETTY

         12   IMMATERIAL.

         13   Q.  DO YOU MEAN TO SUGGEST, PROFESSOR SCHMALENSEE, THAT AS

         14   OF TODAY, NOW THAT THIS APPLICATION IS OUT, THAT LINUX IS

         15   NOW A VIABLE COMPETITIVE ALTERNATIVE TO WINDOWS FOR LARGE

         16   OEM'S?

         17   A.  NO.  I DON'T BELIEVE THAT'S A FAIR ASSERTION IN THE

         18   SENSE WE'VE DESCRIBED, BUT IT BECOMES MORE ATTRACTIVE AS

         19   SOMETHING THEY MIGHT OFFER AS A SUPPLEMENT SINCE IT HAS A

         20   POPULAR OFFICE PRODUCTIVITY SUITE.

         21   Q.  NOW, ARE YOU AWARE OF ANY EVIDENCE IN THE RECORD THAT IS

         22   CONTRARY TO YOUR CONCLUSION THAT THE APPLICATIONS BARRIER TO

         23   ENTRY OR THE ALLEGED APPLICATIONS BARRIER TO ENTRY IS NOT

         24   REALLY A SUBSTANTIAL BARRIER TO ENTRY?

         25   A.  WELL, I'M AWARE THAT MR. SOYRING FROM IBM TALKED ABOUT
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          1   APPLICATIONS PROGRAMS IN THE CONTEXT OF OS/2.  I'M NOT -- I

          2   WOULDN'T ARGUE THAT THAT'S INCONSISTENT, BUT IT MIGHT ON ITS

          3   SURFACE APPEAR TO BE INCONSISTENT.

          4   Q.  LET ME BEGIN BY ASKING YOU WHETHER THERE'S ANYTHING THAT

          5   YOU'VE SEEN IN THE RECORD THAT IS INCONSISTENT, IN YOUR

          6   VIEW, WITH YOUR CONCLUSION?

          7   A.  NOT AS I SIT HERE, NO.  THERE'S A LOT IN THE RECORD THAT

          8   IS CONSISTENT WITH THE STATEMENT THAT ANYONE IN THE

          9   OPERATING SYSTEM BUSINESS, OR FOR THAT MATTER, IN THE

         10   PLATFORM BUSINESS MORE GENERALLY, NEEDS TO ATTRACT ISV'S.

         11   THAT'S CLEAR AND, I THINK, UNCONTROVERSIAL -- SHOULD BE

         12   UNCONTROVERSIAL.

         13             THE QUESTION OF WHETHER THAT NEED TRANSLATES INTO

         14   A BARRIER IS, I THINK, RATHER A HARDER QUESTION.

         15   Q.  WITHOUT NECESSARILY DISAGREEING THAT THOSE ARE TWO

         16   QUESTIONS, THE QUESTION I'M ASKING YOU IS WHETHER YOU'RE

         17   AWARE OF ANYTHING IN THE RECORD THAT IS INCONSISTENT WITH

         18   YOUR CONCLUSION?

         19   A.  THE ASSERTIONS BY PLAINTIFF'S ECONOMISTS TO THE

         20   CONTRARY, OF COURSE, BUT I WAS JUST CONSIDERING THE REST OF

         21   THE RECORD.

         22   Q.  RIGHT.  AND DO I UNDERSTAND YOUR TESTIMONY TO BE, EXCEPT

         23   FOR THE ASSERTIONS OF PROFESSORS FISHER AND WARREN-BOULTON,

         24   YOU BELIEVE THAT THERE'S NOTHING IN THE RECORD THAT'S

         25   INCONSISTENT WITH YOUR CONCLUSION THAT THERE IS NO
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          1   APPLICATIONS PROGRAMMING BARRIER TO ENTRY, AS YOU'VE USED

          2   THOSE TERMS?

          3   A.  SUBJECT, AS ALWAYS, TO THE FRAILTY OF MY MEMORY, THAT IS

          4   MY CURRENT VIEW, THAT'S CORRECT.

          5   Q.  OKAY.  AND YOU MADE AN EFFORT, I TAKE IT, TO LOOK FOR

          6   EVIDENCE THAT WAS NOT ONLY SUPPORTIVE OF YOUR CONCLUSIONS,

          7   BUT THAT WOULD BE INCONSISTENT WITH YOUR CONCLUSIONS?

          8   A.  I DID MAKE SUCH AN EFFORT.  THAT'S CORRECT.

          9   Q.  AND DID YOU ASK PEOPLE THAT WERE WORKING WITH YOU FROM

         10   MICROSOFT AND FROM NERA TO BRING TO YOUR ATTENTION MATERIALS

         11   THAT MIGHT BE INCONSISTENT WITH YOUR POSITIONS?

         12   A.  YES.

         13   Q.  AND DID ANY OF THEM BRING TO YOUR ATTENTION ANY

         14   MATERIALS IN THE RECORD THAT WERE INCONSISTENT WITH THE

         15   CONCLUSION THAT THERE WAS NO APPLICATIONS PROGRAMMING

         16   BARRIER TO ENTRY?

         17   A.  WELL, IT PARTICULARLY CALLED MY ATTENTION TO

         18   MR. SOYRING'S TESTIMONY ON THE ISSUES THAT AROSE IN

         19   CONNECTION WITH OS/2.  I HAVE READ AN AWFUL LOT OF E-MAILS

         20   AND DOCUMENTS SUBMITTED BY PLAINTIFFS.  I DON'T RECALL

         21   REACHING THE CONCLUSION THAT ANY OF THEM WERE INCONSISTENT,

         22   BUT AGAIN, I MAY BE FORGETTING SOMETHING.

         23   Q.  HOW MUCH WOULD IT COST TO DUPLICATE THE APPLICATIONS

         24   THAT ARE CURRENTLY AVAILABLE FOR WINDOWS THAT ARE NOT

         25   AVAILABLE FOR ANY OTHER OPERATING SYSTEM?
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          1   A.  HOW MUCH WOULD IT COST TO SIT DOWN AND WRITE THEM, OR

          2   HOW MUCH WOULD IT COST TO POTENTIALLY, IF ONE HAD A VERY

          3   INTERESTING OPERATING SYSTEM -- TO PERSUADE OTHERS TO INVEST

          4   THE MONEY TO WRITE THEM?  THOSE ARE VERY DISTINCT QUESTIONS.

          5   Q.  WHY DON'T YOU ANSWER THEM BOTH.  FIRST ANSWER THE FIRST

          6   QUESTION; THEN ANSWER THE SECOND QUESTION.

          7   A.  WITH A HYPOTHETICAL OPERATING SYSTEM IN MIND?  THE

          8   SECOND ONE, WHICH IS THE KEY ONE, OF COURSE, SINCE NO ONE

          9   VENDOR OF ANY SORT WOULD CONTEMPLATE WRITING ALL OF THOSE

         10   APPLICATIONS FOR ANY OBVIOUS PURPOSE, THE QUESTION IS HOW

         11   MUCH EVANGELIZATION WOULD IT COST SOMEONE WITH AN ATTRACTIVE

         12   PLATFORM TO PERSUADE OTHERS.  AND THAT I CAN'T ANSWER.

         13   Q.  YOU CANNOT?

         14   A.  I CANNOT.  I'VE SEEN NUMBERS ON WHAT MICROSOFT SPENDS TO

         15   DEAL WITH INDEPENDENT SOFTWARE VENDORS.  THEY'RE

         16   SIGNIFICANT -- IN THE HUNDREDS OF MILLIONS OF DOLLARS A

         17   YEAR.  IT'S A VERY IMPORTANT ASPECT OF ATTRACTING AND

         18   MAINTAINING THE INTEREST OF INDEPENDENT SOFTWARE VENDORS.

         19             WHAT IT WOULD TAKE SOMEONE WITH A HYPOTHETICAL

         20   ATTRACTIVE OPERATING SYSTEM TO ATTRACT THE ATTENTION OF

         21   INDEPENDENT SOFTWARE VENDORS TO AN OPERATING SYSTEM THAT WE

         22   HAVEN'T DEFINED IS UNANSWERABLE.

         23   Q.  LET ME BREAK UP THE LAST COUPLE OF ANSWERS, IF I CAN.

         24   FIRST, I THINK YOU SAID -- WHICH I WOULD AGREE WITH -- THAT

         25   NOBODY IS GOING TO GO OUT AND DUPLICATE THE APPLICATIONS
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          1   THEMSELVES.  THEY ARE GOING TO TRY TO GET ISV'S TO DO THAT,

          2   CORRECT?

          3   A.  CORRECT.

          4   Q.  SO THE QUESTION AS TO WHETHER OR NOT THE APPLICATIONS

          5   BARRIER OR HURDLE CAN BE OVERCOME IS WHETHER OR NOT AN

          6   APPLICATIONS PROGRAMMING COMMUNITY, OR THE ISV COMMUNITY,

          7   CAN BE CONVINCED TO PROVIDE APPLICATIONS PROGRAMMING FOR AN

          8   ALTERNATIVE OPERATING SYSTEM; IS THAT CORRECT?

          9   A.  THAT'S CORRECT.

         10   Q.  NOW, YOU INDICATED THAT YOU KNEW HOW MUCH MICROSOFT

         11   SPENT ON ENCOURAGING ISV'S TO WRITE APPLICATIONS FOR

         12   WINDOWS.  DO YOU THINK THAT A HYPOTHETICAL NEW ENTRANT WOULD

         13   HAVE TO SPEND MORE MONEY THAN MICROSOFT IS SPENDING?

         14   A.  IT DEPENDS ON THE PROPOSITION THEY'RE OFFERING.  I MEAN,

         15   LINUX HAS ATTRACTED SOME BIG NAMES, SPENDING -- AT LEAST AS

         16   FAR AS THE CORE LINUX COMMUNITY IS CONCERNED -- NOTHING,

         17   LINUX NOT BEING A COMPANY BUT BEING SOME SORT OF INTERESTING

         18   COLLECTIVE.

         19             TO ATTRACT AS MUCH ATTENTION AS MICROSOFT

         20   ATTRACTS, FOR A BRAND NEW ENTRANT MIGHT REQUIRE MORE.  WHY

         21   THAT WOULD BE NECESSARY FOR ENTRY THOUGH ESCAPES ME.

         22             TO BE AN EFFECTIVE COMPETITOR, AS WE SAID, ONE

         23   REQUIRES AN ATTRACTIVE PACKAGE OF APPLICATIONS.  ONE DOESN'T

         24   REQUIRE ALL OF THE THOUSANDS OF APPLICATIONS THAT ARE

         25   WRITTEN FOR WINDOWS, MANY OF WHICH DON'T SELL VERY WELL.
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          1   Q.  NOW, WHEN YOU SAY THAT AN ENTRANT DOESN'T REQUIRE ALL OF

          2   THE APPLICATIONS, WHAT'S THAT BASED ON, DEAN SCHMALENSEE?

          3   A.  COMMON SENSE.

          4   Q.  IS IT BASED ON ANYTHING OTHER THAN COMMON SENSE?

          5   A.  IT'S BASED ON THE FACT THAT APPLE MANAGES TO BE -- IN

          6   EFFECT, MANAGES TO MAINTAIN AN EFFECTIVE COMPETITIVE

          7   PRESENCE WITH A SMALL -- FAR SMALLER NUMERICAL COUNT OF

          8   APPLICATIONS.  THAT THERE IS ENORMOUS INTEREST, AGAIN, IN

          9   LINUX WITH A SMALLER NUMBER OF EXISTING APPLICATIONS.

         10             APPLE USERS, WITH WHOM I INTERACT REGULARLY, SEEM

         11   VERY PLEASED WITH THE APPLICATION SUITES -- APPLICATIONS

         12   AVAILABLE TO THEM, EVEN THOUGH THERE ARE FEWER THAN ARE

         13   AVAILABLE FOR WINDOWS.  BUT COMMON SENSE SAYS A USER USES

         14   WHAT THEY NEED TO DO THEIR JOB.  NOBODY NEEDS 10,000

         15   APPLICATIONS.

         16   Q.  ARE YOU AWARE OF ANYONE IN THE INDUSTRY, FOR EXAMPLE,

         17   THAT HAS SAID APPLE HAS AS MANY APPLICATIONS AS IT NEEDS TO

         18   COMPETE EFFECTIVELY WITH WINDOWS?

         19   A.  NO.  MORE IS ALWAYS BETTER.  AND IT WOULD COMPETE MORE

         20   EFFECTIVELY IF IT HAD A BETTER ARRAY OF APPLICATIONS.  I'M

         21   NOT SAYING WHAT THEY HAVE IS EQUIVALENT; IT'S NOT.  BUT

         22   THERE ARE DIMINISHING RETURNS TO ADDING ADDITIONAL

         23   APPLICATIONS, AND COMPETING EFFECTIVELY DOESN'T REQUIRE

         24   MATCHING.

         25   Q.  WELL, LET ME TRY TO USE YOUR WORDS, "COMPETING
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          1   EFFECTIVELY."

          2             ARE YOU AWARE OF INDUSTRY PEOPLE WHO HAVE SAID,

          3   AFTER LOOKING AT IT, THAT THEY BELIEVE THAT APPLE HAS ENOUGH

          4   APPLICATIONS TO COMPETE EFFECTIVELY WITH WINDOWS?

          5   A.  I CAN'T RECALL QUOTES.  THE APPLE PEOPLE WOULD LIKE TO

          6   HAVE MORE ISV ATTENTION.  THAT MUCH IS CLEAR.  MR. TEVANIAN

          7   HAS DISCUSSED THAT.  I DON'T KNOW IF ANYBODY USED THOSE

          8   WORDS OR DIDN'T USE THOSE WORDS.  I'M NOT SURE I UNDERSTAND

          9   THE QUESTION, I GUESS.

         10   Q.  LET ME TRY TO MAKE THE QUESTION CLEARER.  ARE YOU AWARE

         11   OF ANYBODY AT APPLE WHO BELIEVES THAT THEY HAVE ENOUGH

         12   APPLICATIONS TO COMPETE EFFECTIVELY WITH WINDOWS?

         13   A.  I WOULD BE SURPRISED IF THERE WERE ANYBODY AT APPLE THAT

         14   DIDN'T SAY THEY WOULD LIKE MORE APPLICATIONS, AND, IN

         15   PARTICULAR, MORE ISV ATTENTION.  I DOUBT IT'S PHRASED IN

         16   TERMS OF NUMBERS; MY GUESS IS IT'S PHRASED IN TERMS OF

         17   QUALITY.

         18   Q.  DR. SCHMALENSEE, I'M TRYING TO MAKE MY QUESTION CLEAR.

         19   I'M NOT ASKING YOU WHETHER APPLE WOULD LIKE MORE

         20   APPLICATIONS, BECAUSE YOU'VE SAID MORE APPLICATIONS IS

         21   ALWAYS BETTER, RIGHT?

         22   A.  RIGHT.

         23   Q.  SO LET'S AGREE THAT APPLE WOULD LIKE TO HAVE MORE

         24   APPLICATIONS, BECAUSE WE AGREE MORE APPLICATIONS WOULD

         25   ALWAYS MAKE IT A MORE EFFECTIVE COMPETITOR WITH WINDOWS,
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          1   OKAY?

          2   A.  RIGHT.

          3   Q.  NOW MY QUESTION IS, DOES APPLE HAVE, IN APPLE'S VIEW,

          4   ENOUGH APPLICATIONS TO COMPETE EFFECTIVELY WITH WINDOWS?  OR

          5   IS THERE A SUBSTANTIAL, TO USE YOUR TERMS, COMPETITIVE

          6   DISADVANTAGE TO APPLE BECAUSE OF THE ABSENCE OF COMPARABLE

          7   APPLICATIONS?

          8   A.  AND THE QUESTION YOU'RE ASKING ME, JUST TO BE SURE I

          9   UNDERSTAND, IS WHAT I KNOW THAT PEOPLE AT APPLE HAVE SAID ON

         10   THIS ISSUE?

         11   Q.  LET'S BEGIN WITH THAT.

         12   A.  I'M UNAWARE THAT ANYBODY AT APPLE HAS SAID, "WE HAVE

         13   ENOUGH APPLICATIONS TO COMPETE EFFECTIVELY," ALTHOUGH

         14   EXACTLY HOW THEY HAVE DISCUSSED THIS ISSUE IN THE VARIOUS

         15   FORA WHICH THEY'VE ADDRESSED IT, I HAVEN'T FOLLOWED.

         16   Q.  HAVE YOU ATTEMPTED TO INVESTIGATE IN YOUR ANALYSIS

         17   WHETHER APPLE BELIEVES THAT IT HAS ENOUGH APPLICATIONS TO

         18   COMPETE EFFECTIVELY WITH WINDOWS?

         19   A.  WELL, I THINK YOU'VE ASKED ME ESSENTIALLY THAT QUESTION,

         20   MR. BOIES, AND I HAVE SAID THAT I DON'T THINK NUMBER IS WHAT

         21   MATTERS.  SO I HAVEN'T ADDRESSED EXACTLY THE QUESTION YOU

         22   POSED, NO.

         23   Q.  I WANT TO BE SURE THE QUESTION AND ANSWER ARE MEETING.

         24   MY QUESTION WAS WHETHER YOU HAD INVESTIGATED WHETHER OR NOT

         25   APPLE BELIEVED THAT APPLE HAD ENOUGH APPLICATIONS TO COMPETE
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          1   EFFECTIVELY.  I WASN'T TALKING ABOUT EXACTLY HOW MANY THEY

          2   HAD, BUT WHETHER YOU HAD INVESTIGATED WHETHER THEY HAD

          3   ENOUGH, IN THEIR VIEW, TO COMPETE EFFECTIVELY WITH WINDOWS?

          4             MR. UROWSKY:  OBJECTION.  I THINK THAT QUESTION

          5   HAS BEEN ASKED AND ANSWERED.

          6             THE COURT:  I'M NOT SURE THAT IT HAS.  I AM GOING

          7   TO OVERRULE IT AT THIS POINT.

          8             THE WITNESS:  WELL, I THOUGHT I HAD ANSWERED IT,

          9   AND I THOUGHT I HAD ANSWERED "NO."  AND I GAVE THE REASON

         10   THAT I DIDN'T THINK NUMBER BY ITSELF WAS THE KEY INDICATOR.

         11   NUMBER IS AN INDICATOR, BUT NOT --

         12             THE COURT:  I DON'T THINK HE REALLY ASKED FOR A

         13   QUANTITY.  HE JUST ASKED FOR ENOUGH OR SUFFICIENT,

         14   IRRESPECTIVE OF WHAT THAT NUMBER MIGHT BE.

         15             THE WITNESS:  RIGHT, YOUR HONOR, AND I WAS

         16   EXPLAINING THE REASON WHY I HADN'T LOOKED AT IT, WHICH IS --

         17             THE COURT:  I THINK I UNDERSTAND YOUR ANSWER --

         18             THE WITNESS:  OH, I'M SORRY.

         19             THE COURT:  -- BUT I'M NOT SURE THAT YOU'VE GIVEN

         20   A PRECISE ANSWER TO THE PRECISE QUESTION THAT WAS ASKED.

         21             THE WITNESS:  IF I UNDERSTAND THE QUESTION

         22   CORRECTLY, THE ANSWER -- WHICH I HAD THOUGHT I HAD GIVEN --

         23   BUT THE ANSWER, IN ANY CASE, IS "NO."

         24             THE COURT:  IS "NO."  ALL RIGHT.

         25   BY MR. BOIES:
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          1   Q.  ALL RIGHT.  NOW, YOU WOULD AGREE THAT OF ALL OF THE P.C.

          2   OPERATING SYSTEMS OR DESKTOP OPERATING SYSTEMS OUT THERE

          3   TODAY, OTHER THAN WINDOWS, APPLE HAS THE LARGEST NUMBER OF

          4   APPLICATIONS?

          5   A.  YES, THAT'S TRUE.

          6   Q.  DID YOU INVESTIGATE WHETHER BE OR LINUX HAD ENOUGH

          7   APPLICATIONS TO BE COMPETITIVE -- BE AN EFFECTIVE

          8   COMPETITOR, IN YOUR WORDS, WITH WINDOWS?

          9   A.  I DID.  WE DISCUSSED IT AT LENGTH YESTERDAY.

         10   Q.  LET ME BE SURE I UNDERSTAND WHAT YOU'RE SAYING.  YOU'RE

         11   SAYING -- AND I MAY HAVE SKIPPED OVER SOMETHING IN MY

         12   QUESTION.  I ASKED YOU WHETHER YOU HAD INVESTIGATED WHETHER

         13   APPLE BELIEVED IT HAD ENOUGH.  DID YOU INVESTIGATE WHETHER

         14   APPLE, IN FACT, HAD ENOUGH APPLICATIONS TO BE, IN YOUR

         15   WORDS, AN EFFECTIVE COMPETITOR WITH WINDOWS?

         16   A.  I THINK IT HAS THE SAME ANSWER, MORE OR LESS, MR. BOIES.

         17   I LOOKED AT EVIDENCE ON THE APPLICATIONS AVAILABLE FOR THE

         18   MACINTOSH.  IT HAS FEWER -- IT'S NOT AS COMPLETE A SET AS

         19   ARE AVAILABLE FOR WINDOWS OR NOT AS FULL.

         20             I CONCLUDED THAT APPLE, BECAUSE OF THAT, WAS LESS

         21   ATTRACTIVE THAN IT MIGHT BE IF IT HAD THE FULL SET.  I

         22   DIDN'T SEE AN EASY WAY TO PUT A MAGNITUDE ON THAT.

         23             AND WHETHER THAT MAKES IT EFFECTIVE COMPETITION OR

         24   NOT, I THINK WE THEN BEGIN TO DO A QUIBBLE ON WORDS.  BUT

         25   MAYBE YOU HAD DEFINED IT IN A WAY I HADN'T QUITE UNDERSTOOD.
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          1   Q.  WOULD IT BE FAIR TO SAY THAT COMPETITION IS, TO SOME

          2   EXTENT, A CONTINUUM -- THAT A COMPANY MAY PROVIDE A LITTLE

          3   COMPETITION OR IT MAY PROVIDE MORE COMPETITION, DEPENDING ON

          4   A VARIETY OF CIRCUMSTANCES?

          5   A.  WELL, I GUESS MY VIEW, PARTICULARLY OF THIS MARKET, IS

          6   IT'S EVEN MORE COMPLICATED THAN THAT.  COMPANIES MAY HAVE

          7   STRENGTHS IN PARTICULAR AREAS.

          8             APPLE, FOR INSTANCE, HAS ALWAYS BEEN VERY STRONG

          9   WITH USERS WHO ARE INTERESTED IN DESIGN AND VARIOUS GRAPHICS

         10   APPLICATIONS.  AND WE DISCUSSED SOME OF THE FEATURES OF THE

         11   OTHER OPERATING SYSTEMS.

         12             SO THERE MAY BE MORE OR LESS COMPETITION, AND IT

         13   MAY BE MORE OR LESS EFFECTIVE IN PARTICULAR NICHES.

         14   Q.  NOW, AS AN ECONOMIST, IF YOU ARE GOING TO DETERMINE

         15   WHETHER A COMPANY EFFECTIVELY CONSTRAINS THE POWER OF AN

         16   ALLEGED MONOPOLIST, YOU'VE GOT TO DECIDE WHETHER THAT

         17   COMPANY COMPETES ENOUGH -- COMPETES SUFFICIENTLY TO BE AN

         18   EFFECTIVE COMPETITOR, OR A SERIOUS COMPETITOR, OR A

         19   SUBSTANTIAL COMPETITOR -- WHATEVER WORDS YOU WANT TO USE,

         20   CORRECT?

         21   A.  IF ONE WANTS TO DO THE ANALYSIS FROM THAT DIRECTION, ONE

         22   WANTS TO -- IF ONE WANTS TO ADD UP THE STRENGTHS, YOU HAVE

         23   TO LOOK -- AND I GUESS I WOULDN'T -- YOU HAVE TO LOOK AT HOW

         24   IMPORTANT A CONSTRAINT.

         25             YOUR QUESTION SUGGESTS THAT'S A QUALITATIVE ISSUE.
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          1   IT'S A QUANTITATIVE ISSUE, HOW IMPORTANT A CONSTRAINT.  IT'S

          2   A QUANTITATIVE QUESTION NOT EASILY ANSWERED, WHICH IS WHY --

          3   WHICH IS ONE REASON WHY I DIDN'T DO THE ANALYSIS BY ADDING

          4   UP THE CONSTRAINTS.

          5   Q.  WELL, HAVE YOU PERFORMED A QUANTITATIVE ANALYSIS TO

          6   DETERMINE HOW MUCH COMPANIES COMPETE WITH MICROSOFT?

          7   A.  I'VE DONE A QUANTITATIVE ANALYSIS TO DETERMINE

          8   CONSTRAINTS ON MICROSOFT'S PRICING, AND I'M HAPPY TO DISCUSS

          9   THAT AT ANY LENGTH.  I LOOKED AT THE OVERALL LEVEL OF PRICE,

         10   SINCE I BELIEVE -- AND AS I'VE DISCUSSED AT LENGTH IN MY

         11   TESTIMONY -- THE KEY CONSTRAINTS ARE NOT THE VISIBLE

         12   SHORT-RUN COMPETITORS.  I DIDN'T DO THE ANALYSIS BY LOOKING

         13   FIRST AT THE VISIBLE SHORT-RUN COMPETITORS.

         14   Q.  DID YOU PERFORM ANY ANALYSIS, QUANTITATIVE OR

         15   QUALITATIVE, TO ATTEMPT TO DETERMINE TO WHAT EXTENT, IF ANY,

         16   THE VISIBLE SHORT-RUN COMPETITORS -- THAT IS, THE

         17   PRESENT-DAY COMPETITORS OF MICROSOFT -- CONSTRAINED

         18   MICROSOFT'S POWER?

         19   A.  I FRANKLY KNOW OF NO WAY TO DO THAT, NOR, INDEED, ANY

         20   GOOD WAY TO DEFINE THAT QUESTION.  NOR HAVE I EVER SEEN

         21   ANYBODY ELSE DO THAT SORT OF ANALYSIS.  I DON'T KNOW IN THIS

         22   CASE THAT IT CAN BE DONE, AND I DIDN'T ATTEMPT TO DO IT.

         23   Q.  SO YOU DID NOT DO IT, AND YOU DID NOT ATTEMPT TO DO IT,

         24   BECAUSE YOU DIDN'T THINK IT WAS POSSIBLE; IS THAT CORRECT?

         25   A.  THAT'S CORRECT.  I READ PLAINTIFFS' ECONOMISTS'
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          1   TESTIMONY EAGERLY TO SEE IF THEY HAD ATTEMPTED IT, AND THEY

          2   HADN'T EITHER.  SO I DIDN'T SEE A WAY TO DO IT EITHER.

          3   Q.  OBVIOUSLY, THE PLAINTIFFS' ECONOMISTS' STATEMENTS WILL

          4   STAND OR FALL ON THEIR MERITS.  BUT WHAT I'M INTERESTED IN

          5   IS YOUR TESTIMONY RIGHT NOW.  AND YOUR TESTIMONY IS YOU DID

          6   NOT DO IT AND YOU DID NOT TRY TO DO IT; IS THAT RIGHT?

          7   A.  I DID NOT TRY TO QUANTIFY THE IMPACT OF THE EXISTING

          8   COMPETITORS ON MICROSOFT'S PRICING, THAT IS CORRECT.

          9   Q.  NOW, YOU PUT IN THAT ANSWER THE WORD "QUANTIFY."  IN MY

         10   ORIGINAL QUESTION, I ASKED YOU WHETHER YOU HAD ATTEMPTED,

         11   EITHER ON A QUALITATIVE BASIS OR A QUANTITATIVE BASIS, TO

         12   DETERMINE THE EXTENT TO WHICH, IF ANY, THE VISIBLE PRESENT

         13   COMPETITORS OF MICROSOFT, CONSTRAINED ITS POWER?  DID YOU DO

         14   THAT, QUALITATIVELY OR QUANTITATIVELY, AS YOU USE THOSE

         15   TERMS?

         16   A.  WELL, I CERTAINLY READ A GOOD DEAL OF EVIDENCE OF THE

         17   SORT THAT WE HAVE BEEN DISCUSSING AND OF THE SORT THAT'S IN

         18   THE RECORD FROM OEM'S AND OTHERS, AND DEALT WITH SHORT-RUN

         19   SUBSTITUTION POSSIBILITIES.  THAT PERMITS A QUALITATIVE

         20   ASSESSMENT, I BELIEVE, THAT THE CURRENT COMPETITORS ARE NOT

         21   THE PRIMARY CONSTRAINT ON MICROSOFT'S PRICING.  I'M NOT SURE

         22   ONE CAN GO BEYOND THAT.

         23   Q.  IN ANY EVENT, YOU HAVE NOT GONE BEYOND THAT; IS THAT

         24   FAIR?

         25   A.  THAT'S FAIR.
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          1   Q.  OKAY.  NOW, I TAKE IT FROM SOMETHING THAT YOU JUST SAID,

          2   YOU BELIEVE THAT THERE ARE CONSTRAINTS ON MICROSOFT'S POWER.

          3   AND I WOULD ASK YOU TO IDENTIFY THOSE CONSTRAINTS.

          4   A.  THERE ARE AT LEAST THREE CONSTRAINTS.  THE FIRST, OF

          5   COURSE, IS THE ONE WE'VE TALKED ABOUT.  THERE IS SOME

          6   SHORT-RUN IMPACT FROM EXISTING COMPETITORS.  THE SECOND ONE

          7   IS CERTAINLY PIRACY.  HIGHER PRICES INDUCE PIRACY.

          8             AND THE THIRD, WHICH APPEARS FROM EVERYTHING I'VE

          9   READ TO BE THE MOST IMPORTANT, IS THE POSSIBILITY OF

         10   LONG-RUN COMPETITION -- THE NEW PLATFORM THREAT AND THE NEW

         11   COMPETITIVE ENTRY -- THE EMERGING COMPETITION OF THE SORT WE

         12   WERE DISCUSSING YESTERDAY.

         13   Q.  IN YOUR ANSWER YOU SAID THERE WERE AT LEAST THREE.  I

         14   OBVIOUSLY WANT TO GET THEM ALL.  IF THERE ARE ANY OTHERS

         15   THAN THE THREE, I'D LIKE YOU TO TELL ME WHAT THEY ARE.

         16   A.  THERE'S ALSO, FOR COMPLETENESS -- AND I BELIEVE THIS IS

         17   THE ONLY ONE THAT I CAN THINK OF -- THE ADDITIONAL ONE I CAN

         18   THINK OF NOW IS THE CONSTRAINT IMPOSED BY MICROSOFT'S OWN

         19   INSTALLED BASE.  THE FACT THAT, IF ONE HAS AN OPERATING

         20   SYSTEM PRODUCT, IT NEVER WEARS OUT, AND TO SELL SOMEBODY A

         21   NEW PRODUCT, ONE HAS TO, IN SOME SENSE, TAKE THAT INTO

         22   ACCOUNT.

         23             THAT CONTRIBUTES TO -- IT'S A FAIRLY COMPLICATED

         24   SET OF ISSUES -- CONTRIBUTES TO LIMITING THE PRICE THAT

         25   SOMEONE WILL PAY FOR A NEW VERSION.
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          1   Q.  OKAY.  LET ME FOCUS ON WHAT YOU DESCRIBED AS, IN YOUR

          2   VIEW, THE MOST IMPORTANT POSSIBLE CONSTRAINT ON MICROSOFT'S

          3   POWER OVER PRICE, WHICH IS THE POSSIBILITY OF LONG-RUN OR

          4   EMERGING COMPETITION.  DO YOU HAVE A JUDGMENT AS TO WHAT

          5   COMPANY OR COMPANIES ARE THE MOST LIKELY POTENTIAL ENTRANTS

          6   INTO SUPPLYING P.C. OPERATING SYSTEMS IN COMPETITION WITH

          7   MICROSOFT?

          8   A.  WELL, AS WE DISCUSSED YESTERDAY, I DON'T THINK THE ISSUE

          9   IS RESTRICTED TO THE SUPPLY OF P.C. OPERATING SYSTEMS.  IT

         10   IS, IN FACT, PLATFORM COMPETITION THAT'S THE COMPETITIVE

         11   RISK FROM MICROSOFT'S POINT OF VIEW.  SO SUN HAS BEEN

         12   IDENTIFIED AS A PLATFORM THREAT.  SUN APPEARS, IN AT LEAST

         13   ONE OR TWO MICROSOFT PRICING DOCUMENTS THAT COME IMMEDIATELY

         14   TO MIND, AS SOMETHING TO BE THOUGHT OF -- TO BE CONSIDERED

         15   WOULD BE BETTER PHRASING.

         16             NETSCAPE APPEARS, AS DO A NUMBER OF THE EMERGENT

         17   ISSUES THAT WE DISCUSSED YESTERDAY.  PALM PILOT APPEARS AS A

         18   POSSIBLE THREAT LONG-RUN.  BUT I THINK WHAT'S CHARACTERISTIC

         19   OF THIS BUSINESS IS JUST AS ONE COULD NOT HAVE PREDICTED

         20   NETSCAPE'S EMERGENCE AS A PLATFORM THREAT A YEAR OR 18

         21   MONTHS BEFORE ITS EMERGENCE, THE IMPRESSION I HAVE IS THAT

         22   THE SERIOUS THREAT IS THE ONE THAT WE CAN'T IDENTIFY.

         23   Q.  YOU SAID THE SERIOUS THREAT IS THE ONE YOU CANNOT

         24   IDENTIFY.  IS THAT WHAT YOU SAID?

         25   A.  WELL, LET ME REFLECT ON THAT.  A SERIOUS THREAT IS THE
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          1   THE BRIGHT UNDERGRADUATE WITH A GREAT IDEA, WHO WILL LAUNCH

          2   IT IN SIX MONTHS.  I'M NOT EXPRESSING A JUDGMENT THAT THAT'S

          3   MORE SERIOUS THAN THE THREAT FROM COMPANIES THAT WE CAN

          4   IDENTIFY.

          5             BUT JUST AS NO ONE COULD HAVE PREDICTED, I

          6   BELIEVE, THE EMERGENCE OF NETSCAPE OR, FOR THAT MATTER, THE

          7   RESURGENCE OF LINUX, IT'S A CHARACTERISTIC OF THIS BUSINESS

          8   THAT SOFTWARE COMPETITORS COME OUT OF NOWHERE.  AND I

          9   BELIEVE, FROM CONVERSATIONS, THAT MICROSOFT IS VERY

         10   CONSCIOUS THAT THAT'S THE HISTORY AND THAT'S THE POTENTIAL

         11   FUTURE.

         12   Q.  BUT THE HISTORY OF THIS BUSINESS IS NOT THAT SOFTWARE

         13   COMPETITORS COME OUT OF NOWHERE TO BE OPERATING SYSTEM

         14   SUBSTITUTES FOR WINDOWS, CORRECT, SIR?  NOT IN OVER A DOZEN

         15   YEARS, RIGHT?

         16   A.  OH, I WOULDN'T AGREE WITH THAT.

         17   Q.  YOU WOULDN'T.  OKAY.

         18   A.  TO BE PLATFORM THREATS, CERTAINLY.  AND WHEN YOU GO BACK

         19   A DOZEN YEARS, YOU'RE PICKING UP OS/2, AND THAT WAS A VERY

         20   SERIOUS HEAD-TO-HEAD PLATFORM EPISODE.

         21   Q.  NOW, OS/2 WAS ALREADY IN THE MARKET.  IBM WAS ALREADY IN

         22   THE MARKET, AND IT WAS IN THE MARKET BECAUSE IT AND

         23   MICROSOFT WERE SHARING THE BASIC UNDERLYING OPERATING

         24   SYSTEM, CORRECT, SIR?

         25   A.  IBM --
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          1   Q.  CAN I GET YOU TO FOCUS ON MY QUESTION?

          2   A.  WELL, I DON'T THINK THAT IS CORRECT, AND I WAS GOING TO

          3   EXPLAIN WHY I DIDN'T THINK IT WAS CORRECT.

          4   Q.  OKAY.  IF YOU THINK IT'S NOT CORRECT, I'D LIKE TO KNOW.

          5   A.  IBM AND MICROSOFT WERE JOINTLY DEVELOPING OS/2.  THERE

          6   WERE SOME CROSS-LICENSING AGREEMENTS.  IBM DID HAVE THE

          7   RIGHT TO DISTRIBUTE MICROSOFT'S DOS OPERATING SYSTEM.  IT

          8   ALSO HAD THE RIGHT TO USE -- TO WINDOWS SOURCE CODE.  BUT

          9   OS/2 BEGAN AS A JOINT DEVELOPMENT, IF MY UNDERSTANDING IS

         10   CORRECT.

         11   Q.  SO WOULD YOU AGREE THAT OS/2, BEGINNING AS A JOINT

         12   DEVELOPMENT WITH MICROSOFT, HAVING AVAILABLE THE MICROSOFT

         13   SOURCE CODE, WAS NOT SOMETHING THAT IS A GOOD INDICATOR

         14   WHETHER A NEW ENTRANT CAN ENTER THE MARKET, OR ENTER THE

         15   BUSINESS -- IF YOU DON'T LIKE THE WORD "MARKET" -- OF

         16   SUPPLYING P.C. OPERATING SYSTEMS?

         17   A.  I'M NOT SURE WHAT ACCESS TO THE WINDOWS SOURCE CODE HAD

         18   TO DO WITH THE ABILITY OF OS/2 TO ATTRACT ISV'S TO WRITE

         19   NATIVE OS/2 APPLICATIONS.  THAT'S THE TASK.  THERE'S NO

         20   PARTICULAR ADVANTAGE IN THAT TASK TO HAVING AVAILABLE

         21   WINDOWS AND DOS CODE.  THAT ENABLES YOU TO RUN WINDOWS AND

         22   DOS APPLICATIONS, AND DOES NOT PROVIDE AN ASSET TO GETTING

         23   OS/2 NATIVE APPLICATIONS.

         24   Q.  LET ME SEE IF I CAN GET SOME AGREEMENT HERE; MAYBE I

         25   CAN'T.  DO YOU BELIEVE THAT WHATEVER IBM'S EXPERIENCE WAS IN
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          1   ATTEMPTING TO COMPETE WITH MICROSOFT IS A GOOD INDICATION OF

          2   WHAT BARRIERS A NEW ENTRANT INTO THE OPERATING SYSTEM

          3   BUSINESS WOULD OR WOULD NOT FACE?

          4   A.  I DON'T BELIEVE THAT IT'S A GOOD MODE OF ANALYSIS TO SAY

          5   THE FUTURE WILL RESEMBLE THE PAST IN DETAIL SO WE CAN LEARN

          6   EVERYTHING ABOUT THE FUTURE FROM THIS EPISODE.  WE CAN,

          7   HOWEVER, LEARN THAT IN THE TRANSITION TO A GRAPHICAL USER

          8   INTERFACE, IBM AND MICROSOFT -- OS/2 AND WINDOWS -- WERE IN

          9   A HEAD-TO-HEAD BATTLE, AND THE WINNER WAS NOT OBVIOUS.

         10             THE WINNER -- DURING THE BATTLE, THE EVENTUAL

         11   WINNER WAS NOT OBVIOUS TO MANY PARTICIPANTS.  THAT HAPPENED

         12   BEFORE.  IT CAN PRESUMABLY HAPPEN AGAIN.  THAT'S WHAT I TAKE

         13   AWAY.  DO I TAKE AWAY THE DETAILS?  NO.

         14   Q.  WELL, WHEN YOU SAY "IT HAPPENED ONCE; IT COULD HAPPEN

         15   AGAIN," DO YOU -- AND THAT'S ONE OF THE REASONS THAT I ASKED

         16   YOU SOME OF THE SPECIFICS ABOUT WHAT HAPPENED -- DO YOU

         17   THINK -- AND I GUESS YOU DO FROM WHAT YOU SAID, BUT I WANT

         18   TO GIVE YOU AN OPPORTUNITY TO CLARIFY IT -- DO YOU THINK THE

         19   FACT THAT IBM, FOR ONE BRIEF SHINING MOMENT ATTEMPTED TO

         20   COMPETE WITH MICROSOFT, IS AN INDICATION OF THE EXTENT TO

         21   WHICH A NEW ENTRANT WITHOUT IBM'S ASSETS -- AND BY "ASSETS"

         22   I MEAN TO INCLUDE ACCESS TO THE SOURCE CODE -- WOULD BE ABLE

         23   TO ACHIEVE TODAY?

         24   A.  AS I SAY -- FIRST OF ALL, LET ME INDICATE I DON'T ACCEPT

         25   THE "ONE BRIEF SHINING MOMENT."  OS/2 IS STILL OFFERED.
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          1   IT'S STILL USED BY BANKS.  THE COMPETITION LASTED FOR A FAIR

          2   NUMBER OF YEARS.  BUT DO I THINK IBM'S EXPERIENCE IS

          3   INDICATIVE OF THE EXPERIENCE ANY NEW ENTRANT MUST HAVE?  NO.

          4   Q.  THAT'S MY QUESTION.

          5   A.  NO, I DON'T.  I THINK AN ENTRANT WITH A BETTER SYSTEM

          6   MIGHT DO BETTER; AN ENTRANT WITH A WORSE SYSTEM MIGHT DO

          7   WORSE.  IBM HAD SIGNIFICANT FINANCIAL ASSETS.  I THINK

          8   EVERYTHING WILL BE DIFFERENT.  BUT IT SHOWS THAT ONE CAN

          9   HAVE VERY VIGOROUS COMPETITION.  THERE IT WAS.

         10   Q.  NOW, WHEN YOU SAY IT SHOWS YOU CAN HAVE VERY VIGOROUS

         11   COMPETITION, HOW LONG DID THIS VERY VIGOROUS COMPETITION, IN

         12   YOUR JUDGMENT, LAST THAT YOU SAY EXISTED BETWEEN OS/2 AND

         13   MICROSOFT'S OPERATING SYSTEMS?

         14   A.  THESE ARE HARD THINGS TO JUDGE.  WINDOWS REALLY

         15   EMERGED -- ONE HAS TO CAST ONE'S SELF BACK TO 1989/1990 WHEN

         16   THEY WERE ALLIED AND WHEN THE FEDERAL TRADE COMMISSION WAS

         17   INVESTIGATING WHETHER THE TWO OF THEM WERE IN THE BUSINESS

         18   OF SUPPRESSING WINDOWS.

         19             BUT FROM THE EMERGENCE OF WINDOWS 3, SAY, IN

         20   AROUND 1990, TO SOME POINT AROUND '95, WHEN WINDOWS 95

         21   REALLY CLEARLY ESTABLISHED THAT IT WAS GOING TO BE THE

         22   LEADING PLATFORM -- I'D HAVE TO LOOK MORE CLOSELY; THERE ARE

         23   SOME DATES IN MY DIRECT TESTIMONY I COULD REFRESH MY

         24   RECOLLECTION ON, BUT CERTAINLY THREE OR FOUR YEARS.

         25   Q.  THREE OR FOUR YEARS?
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          1   A.  PERHAPS FIVE.  AGAIN, I'D HAVE TO GO TO THE DIRECT

          2   TESTIMONY.

          3   Q.  IF THERE'S SOMETHING THAT WOULD HELP YOU ANSWER THE

          4   QUESTION THAT I'VE POSED, FEEL FREE TO LOOK AT YOUR DIRECT

          5   TESTIMONY.  I WOULD JUST ASK YOU TO TELL ME WHAT IT IS YOU

          6   LOOK AT.

          7   A.  OKAY.  I AM LOOKING AT SECTION 3, AND, FRANKLY, I'M

          8   LOOKING AT DATES TO REFRESH MY MEMORY.

          9             THERE REALLY ISN'T A DISCUSSION THERE OF WHEN ONE

         10   WOULD WANT TO DECLARE THE COMPETITION OVER.  AND I THINK

         11   THAT'S PROBABLY QUITE DISPUTED WITHIN THE INDUSTRY, BUT

         12   CERTAINLY FROM THE LAUNCH OF WINDOWS 3.0 AROUND 1990 UNTIL,

         13   AT THE EARLIEST, '93 OR '94.

         14   Q.  IS THE PERIOD OF THE COMPETITION; IS THAT WHAT YOU'RE

         15   SAYING?

         16   A.  ON THAT ORDER.  PERHAPS INTO '95.

         17   Q.  AND CAN YOU BE ANY MORE SPECIFIC THAN '93, '94 OR '95,

         18   AS YOU SIT HERE NOW, WITH YOUR DIRECT TESTIMONY?

         19   A.  THERE WASN'T ANY PARTICULAR -- PERHAPS IF I WENT THROUGH

         20   IT IN GREAT DETAIL, BUT IT WASN'T SOMETHING I ATTEMPTED

         21   PRECISELY TO DATE FOR ANY USEFUL PURPOSE.

         22   Q.  WELL, DID YOU ATTEMPT TO DETERMINE, IN GENERAL, HOW

         23   LONG, IN YOUR VIEW, IBM AND MICROSOFT COMPETED IN SUPPLYING

         24   OPERATING SYSTEMS?

         25   A.  WELL, IN A NOMINAL SENSE, THEY ARE STILL COMPETING SINCE
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          1   OS/2 WARP VERSION 4.0 IS BEING SOLD.  THE QUESTION IS WHEN

          2   WAS THERE A SERIOUS CONTEST FOR PLATFORM LEADERSHIP.  AND

          3   I'VE TRIED TO ANSWER THAT QUESTION, WHICH IS WHAT I

          4   UNDERSTOOD YOU TO BE ASKING, AND TO SAY THAT I THOUGHT THAT

          5   CONTEST WAS PROBABLY EFFECTIVELY OVER, CERTAINLY BY '95 AND

          6   POSSIBLY BY '94, AND THAT IT BEGAN WITH THE RELEASE OF

          7   WINDOWS 3.0 AND OS/2 VERSION -- PERHAPS 2.0 IN AROUND 1990.

          8             I DON'T KNOW THAT THAT KIND OF CONTEST, SINCE IT'S

          9   IMPORTANTLY, AS WE HAVE DISCUSSED, A CONTEST FOR THE

         10   ATTENTION OF ISV'S, CAN BE EASILY DATED.  AND, IN ANY CASE,

         11   I HAVE NOT SOUGHT TO PUT PRECISE DATES ON IT.

         12   Q.  NOW, YOU DESCRIBED THE COMPETITION THAT YOU WERE

         13   REFERRING TO AS A SERIOUS CONTEST FOR PLATFORM LEADERSHIP.

         14   NOW, YOU MAY OR MAY NOT MEAN THE SAME THING AS WHAT I WAS

         15   ASKING ABOUT, BUT WHAT I WAS ASKING ABOUT WAS WHETHER IBM

         16   WAS A SERIOUS, VIGOROUS OR EFFECTIVE COMPETITOR TO MICROSOFT

         17   IN SELLING OPERATING SYSTEMS.  DID YOU UNDERSTAND MY

         18   QUESTION?

         19   A.  I UNDERSTAND YOUR QUESTION, AND SINCE THEY WERE BOTH

         20   SELLING OPERATING SYSTEMS, THE ANSWER TO YOUR QUESTION IS

         21   "YES."

         22   Q.  NOW, DURING SOME PERIOD OF TIME -- MAYBE CONTINUING

         23   TODAY, ACCORDING TO YOUR TESTIMONY -- IBM AND MICROSOFT

         24   OFFER OEM'S ALTERNATIVE OPERATING SYSTEMS, MICROSOFT SAYING

         25   "BUY OUR OPERATING SYSTEM"; IBM SAYING TO THE OEM'S, "BUY
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          1   OUR OPERATING SYSTEM," CORRECT?

          2   A.  CORRECT.

          3   Q.  NOW, FOCUSING ON SALES TO OEM'S, WHAT WAS THE LARGEST

          4   PERCENTAGE OF THE SALES TO OEM'S THAT IBM EVER ACHIEVED?

          5   A.  IT WAS SMALL.  IT WAS A SMALL PERCENTAGE.  I DON'T HAVE

          6   THE NUMBER IN MY HEAD.

          7   Q.  APPROXIMATELY, SIR.

          8   A.  THROUGH THE OEM'S -- GEE, I DON'T KNOW IF I'VE EVER SEEN

          9   IT BROKEN OUT JUST BY THE OEM CHANNEL, BUT I THINK IN TERMS

         10   OF TOTAL SALES -- I DON'T KNOW WHETHER THEY GOT MUCH.

         11   AGAIN, IT DEPENDS ON WHAT THE BOUNDARIES ARE, BUT TOTAL

         12   SALES OF DESKTOP P.C. OPERATING SYSTEMS -- I'D BE SURPRISED

         13   IF THEY GOT MUCH ABOVE 10 PERCENT.

         14             THE COURT:  WHAT PERCENT?

         15             THE WITNESS:  10.

         16             THE COURT:  10.

         17   BY MR. BOIES:

         18   Q.  AND JUST FOCUSING ON OEM SALES -- AND YOU MAY OR MAY NOT

         19   BE ABLE TO DO THIS -- BUT CAN YOU GIVE ME THE HIGHEST

         20   PERCENTAGE OF OEM PURCHASERS IBM WAS ABLE TO ACHIEVE?

         21   A.  AND, TO BE SURE I UNDERSTAND YOUR QUESTION, IF I MAY, TO

         22   DO THAT, YOU'D LIKE ME TO TAKE OUT IBM'S USE OF OS/2 ON ITS

         23   OWN COMPUTERS, EVEN THOUGH IT SOLD THEM IN COMPETITION WITH

         24   OTHERS?

         25   Q.  WELL, WHEN IBM SELLS ITS COMPUTERS WITH AN OPERATING

                                                                              34

          1   SYSTEM, IT'S NOT SELLING IT TO OEM'S, RIGHT, SIR?

          2   A.  I JUST WANT TO MAKE SURE I UNDERSTOOD.  AND THE ANSWER

          3   IS I DON'T THINK I'VE SEEN IT BROKEN OUT THAT WAY.  I CAN'T

          4   ANSWER THE QUESTION.  BUT IT WOULD BE LOWER, OBVIOUSLY,

          5   SINCE SOME OF THE SALES WERE IBM COMPUTERS WITH OS/2.

          6   Q.  ARE YOU AWARE OF ANY EVIDENCE IN THE RECORD THAT

          7   INDICATES THAT IBM DID NOT HAVE A SUFFICIENT NUMBER OF

          8   APPLICATIONS OR A SUFFICIENT RANGE OF APPLICATIONS TO

          9   EFFECTIVELY COMPETE WITH MICROSOFT?

         10   A.  SURE.  MR. SOYRING INDICATED THEY HAD A VERY HARD TIME

         11   ATTRACTING THE INTEREST OF ISV'S TO WRITE APPLICATIONS FOR

         12   OS/2.

         13   Q.  YOU MAY MEAN TO BE ANSWERING MY QUESTION, DEAN

         14   SCHMALENSEE, BUT MY QUESTION WAS NOT WHETHER THEY HAD AN

         15   EASY TIME OR A HARD TIME.  MY QUESTION WAS WHETHER OR NOT

         16   YOU WERE AWARE OF ANY EVIDENCE IN THE RECORD THAT INDICATED

         17   THAT IBM DID NOT HAVE A SUFFICIENT NUMBER OF APPLICATIONS TO

         18   COMPETE EFFECTIVELY WITH MICROSOFT.

         19   A.  I'M SORRY.  I BELIEVE MR. SOYRING SAID THAT, TOO, BUT I

         20   MEANT TO SAY "YES."

         21   Q.  AND DO YOU HAVE ANY REASON TO DISAGREE WITH

         22   MR. SOYRING'S TESTIMONY IN THAT RESPECT?

         23   A.  ALL THE INFORMATION I HAVE IS CONSISTENT.  OS/2 DID NOT

         24   ATTRACT SUFFICIENT APPLICATIONS WRITERS' ATTENTION.  THAT'S

         25   CORRECT.
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          1   Q.  OKAY.

          2             THE COURT:  WOULD THIS BE AN APPROPRIATE TIME FOR

          3   A RECESS?

          4             MR. BOIES:  IT WOULD, YOUR HONOR.

          5             THE COURT:  ALL RIGHT.  TEN MINUTES.

          6             (RECESS WAS TAKEN.)

          7             (AFTER RECESS.)

          8   BY MR. BOIES:

          9   Q.  DEAN SCHMALENSEE, IS IT FAIR TO SAY THAT YOUR CONCLUSION

         10   CONCERNING THE ABSENCE OF SUBSTANTIAL BARRIERS TO ENTRY IS

         11   BASED ON WHAT YOU BELIEVE MIGHT HAPPEN IN THE FUTURE?

         12   A.  NO, I DON'T BELIEVE THAT IS FAIR.  I BELIEVE IT RESTS ON

         13   AN ANALYSIS OF WHAT HAS HAPPENED IN THE PAST.

         14   Q.  SO ARE YOU SAYING THAT YOUR CONCLUSION THAT THERE IS AN

         15   ABSENCE OF SUBSTANTIAL BARRIERS TO ENTRY IS BASED ON WHAT

         16   HAS ALREADY HAPPENED?

         17   A.  IT'S BASED ON AN ANALYSIS OF INFORMATION THAT'S

         18   AVAILABLE.  IT'S NOT BASED ON SPECULATION ABOUT THE DISTANT

         19   FUTURE, NO.

         20   Q.  I THINK MY QUESTION IS PROBABLY UNCLEAR.  HAS SUCCESSFUL

         21   ENTRY, AS YOU HAVE DEFINED IT, OCCURRED IN THE PAST, THUS

         22   FAR?

         23   A.  SIGNIFICANT PLATFORM THREATS HAVE APPEARED.  NONE OF

         24   THEM HAVE SUCCEEDED IN DISPLACING MICROSOFT.

         25   Q.  NOW, WHEN YOU SAY "SIGNIFICANT PLATFORMS THREATS HAVE
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          1   APPEARED," HAVE ANY OF THOSE SIGNIFICANT PLATFORM THREATS

          2   BEEN PROVIDED BY A NEW ENTRANT INTO THE BUSINESS OF

          3   SUPPLYING OPERATING SYSTEMS?

          4   A.  I HESITATE BECAUSE I AM NOT CERTAIN WHAT YOU MEAN BY --

          5   HOW YOU DEFINE "NEW ENTRANT."  MAC, OF COURSE -- APPLE WAS A

          6   NEW COMPANY AND THE MAC -- IT HAD PREVIOUSLY PROVIDED

          7   OPERATING SYSTEMS BEFORE IT PROVIDED THE MAC OPERATING

          8   SYSTEM.  YOU WOULD DEFINE "APPLE" AS NOT A NEW ENTRANT, EVEN

          9   THOUGH IT PROVIDED MAC RELATIVELY EARLY IN THE HISTORY OF

         10   THE INDUSTRY.

         11   Q.  I AM SORRY.  I AM NOT SURE I UNDERSTOOD THAT ANSWER,

         12   SIR.

         13   A.  I WAS INQUIRING AS TO YOUR DEFINITION OF "NEW ENTRANT."

         14   Q.  WELL --

         15   A.  YOU'RE DEFINING AS A "NEW ENTRANT" SOMEONE WHO HAD NOT

         16   PREVIOUSLY WRITTEN OPERATING SYSTEM SOFTWARE.

         17   Q.  WELL, IN GENERAL, AS ECONOMISTS TYPICALLY USE THE TERM,

         18   DOES "NEW ENTRANT" HAVE A REASONABLY WELL ACCEPTED MEANING?

         19   A.  IN THEORY, YES.  IN PRACTICE, IT IS OFTEN BLURRY.  SO I

         20   AM TRYING TO GET THE DEFINITION YOU HAVE IN MIND.

         21   Q.  WOULD YOU AGREE THAT, IN GENERAL, THE TERM "NEW

         22   ENTRANT," AS USED BY ECONOMISTS, GENERALLY AT LEAST MEANS A

         23   COMPANY THAT IS ENTERING NEWLY A NEW BUSINESS AND BEGINNING

         24   TO SUPPLY A PRODUCT OR SERVICE THAT THEY HAVE NOT PREVIOUSLY

         25   SUPPLIED?
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          1   A.  TO BE SURE WE UNDERSTAND EACH OTHER, THAT MAKES APPLE

          2   NOT A NEW ENTRANT WHEN IT SUPPLIED THE MAC, BUT IT MAKES IBM

          3   A NEW ENTRANT WHEN IT SUPPLIED OS/2, BECAUSE IT HAD

          4   PREVIOUSLY MARKETED THE MICROSOFT DOS AND HAD NOT PRODUCED

          5   ITS OWN P.C. DESKTOP SYSTEM.

          6             IS THAT CORRECT?  DO I UNDERSTAND YOUR DEFINITION?

          7   Q.  DR. SCHMALENSEE, WHAT I AM TRYING TO DO IS GET YOUR

          8   DEFINITION.  I AM TRYING TO GET HOW YOU, AS AN ECONOMIST,

          9   TYPICALLY USE THESE TERMS.  AND IF YOU TELL ME THAT THE WAY

         10   YOU USE THOSE TERMS, THAT APPLE WAS A NEW ENTRANT IN THE

         11   1990'S INTO THE OPERATING SYSTEM MARKET, I WILL ACCEPT THAT

         12   AS YOUR TESTIMONY.  I AM JUST TRYING TO GET YOUR TESTIMONY.

         13   ARE YOU SAYING THAT APPLE WAS A NEW ENTRANT IN THE 1990'S?

         14   A.  IF I MAY CLARIFY BEFORE WE GO TO THAT.  THE ISSUE IS

         15   THAT IN PRACTICE -- AND HERE IT'S DIFFICULT TO SAY WHETHER

         16   A FIRM -- IT IS OFTEN DIFFICULT TO SAY WHETHER A FIRM IS A

         17   NEW ENTRANT ENTIRELY INTO A MARKET OR IS EMERGING FROM THE

         18   FRINGE OF THE MARKET AS A SMALL PLAYER.

         19             SO IS -- WELL, LET ME JUST STOP THERE, AND I WILL

         20   GIVE MY BEST SHOT AT YOUR ORIGINAL QUESTION, WHICH I AM

         21   AFRAID I NEED TO HEAR AGAIN.  I AM SORRY FOR THIS LONG

         22   DIGRESSION.

         23   Q.  THAT'S OKAY.  I AM NOT ENTIRELY SURE THAT I CAN REPEAT

         24   THE QUESTION, DR. SCHMALENSEE, EXACTLY, BUT LET ME PUT A

         25   QUESTION THAT I THINK IS AT LEAST RELATED TO WHAT WE HAVE
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          1   BEEN TALKING ABOUT.  HAVE THERE BEEN ANY NEW ENTRANTS INTO

          2   THE BUSINESS OF SUPPLYING OPERATING SYSTEMS THAT HAVE, IN

          3   YOUR ANALYSIS, BEEN ABLE TO SUCCESSFULLY COMPETE WITH

          4   MICROSOFT?  AND I HAVE AVOIDED THE USE OF THE WORD "MARKET"

          5   SO WE DON'T GET HUNG UP ON THAT.

          6   A.  SUCCESSFUL COMPETITION IN A NETWORK -- IN AN INDUSTRY

          7   WHERE THERE ARE POSITIVE FEEDBACKS OR NETWORKS EXTERNALITIES

          8   USUALLY MEANS DISPLACEMENT, AND THERE HAS NOT BEEN ANYONE,

          9   SO FAR, ABLE TO DISPLACE MICROSOFT.  THERE HAVE BEEN, AS I

         10   INDICATED, SERIOUS CHALLENGES, NOT DISPLACEMENT.

         11   Q.  WHEN YOU TALK ABOUT SERIOUS CHALLENGES, WOULD YOU

         12   IDENTIFY THE SERIOUS CHALLENGES IN TERMS OF COMPETING WITH

         13   MICROSOFT FOR THE BUSINESS OF SUPPLYING OPERATING SYSTEMS?

         14   A.  APPLE'S MAC SYSTEM, WHEN FIRST ANNOUNCED, WAS A SERIOUS

         15   CHALLENGE.  OS/2 WAS A SERIOUS CHALLENGE.  WE HAVE DISCUSSED

         16   OTHERS.  LINUX IS AN EMERGING CHALLENGE.  AND, TO BE FAIR, I

         17   HAVE AN EXHIBIT THAT WOULD JOG MY MEMORY ON THIS, BUT --

         18   Q.  IF YOU WANT TO LOOK AT SOMETHING, LOOK AT IT, SIR.

         19   A.  IT MIGHT HELP IF THE EXHIBIT WERE DISPLAYED.  IT'S

         20   EASILY DISPLAYABLE.  IS THAT POSSIBLE?

         21   Q.  IF YOU NEED --

         22             THE COURT:  I WOULD LIKE TO HAVE HIM DO IT, BUT

         23   BEFORE HE DOES THAT, MAY I ASK FOR A CLARIFICATION?

         24             THE WITNESS:  OF COURSE, YOUR HONOR.

         25             THE COURT:  YOU USED THE TERM "DISPLACEMENT."

                                                                              39

          1   DISPLACEMENT FROM WHAT?

          2             THE WITNESS:  FROM BEING THE LEADING PLATFORM.  IN

          3   AN INDUSTRY THAT IS CHARACTERIZED BY -- WE HAVE HEARD TERMS

          4   OR YOU HAVE HEARD TERMS LIKE "POSITIVE FEEDBACK" OR "NETWORK

          5   EFFECTS."  IT'S NOT NECESSARILY A "WINNER TAKE ALL" BUSINESS

          6   BUT IT TENDS TO BE A "WINNER TAKE MOST."  AND YOU CAN

          7   USUALLY -- AGAIN, AS MY DIRECT TESTIMONY INDICATES, IN MOST

          8   SOFTWARE CATEGORIES, INCLUDING OPERATING SYSTEMS, INCLUDING

          9   PLATFORMS, A LEADER EMERGES.

         10             THE COURT:  OKAY.

         11             THE WITNESS:  AND MICROSOFT HAS NOT BEEN DISPLACED

         12   FROM LEADERSHIP, BUT IT HAS BEEN CHALLENGED.  THAT'S ALL I

         13   WAS SAYING.

         14             THE COURT:  BUT IT HAS GOT NOTHING TO DO WITH

         15   PRICES?

         16             THE WITNESS:  OH, I BELIEVE IT DOES HAVE TO DO

         17   WITH PRICES, YOUR HONOR.

         18             THE COURT:  AS I UNDERSTOOD YOUR ANSWER, YOU SAID,

         19   "A SUCCESSFUL COMPETITOR WOULD HAVE EFFECTED DISPLACEMENT,"

         20   AND I WAS WONDERING WHETHER OR NOT IT HAS GOT TO GO SO FAR

         21   AS DISPLACEMENT RATHER THAN SIMPLY OPERATING AS AN

         22   INHIBITION ON PRICING.

         23             THE WITNESS:  WELL, I THINK IT DOES.  IT HAS TO DO

         24   WITH PRICES IN TWO SENSES, YOUR HONOR.  FIRST, THE LIKELY

         25   SUCCESS OF AN ENTRANT IS NOT INDEPENDENT OF WHETHER
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          1   MICROSOFT PRICE IS AT ABOUT $50.00 OR ABOUT $500.00.  THAT

          2   WILL SURELY EFFECT AN ENTRANT'S ABILITY TO ATTRACT

          3   ATTENTION.

          4             A FIRM CAN BE A CONSTRAINT ON PRICES WITHOUT

          5   DISPLACING THE LEADER, IF IT IS A THREAT TO DO SO -- IF IT

          6   IS A SUCCESSFUL NICHE PLAYER THAT COULD EMERGE, THIS BEING

          7   THE SOFTWARE BUSINESS, IF IT'S SOMEONE'S BRIGHT IDEA.

          8             THE COURT:  BUT WOULD YOU QUALIFY THEM THEN AS

          9   SUCCESSFUL COMPETITORS?

         10             THE WITNESS:  SUCCESS --  I'M SORRY.

         11             THE COURT:  I AM TRYING TO UNDERSTAND THE WAY IN

         12   WHICH YOU'RE USING THE TERM.

         13             THE WITNESS:  WELL, I AM NOT SURE WE'RE USING IT

         14   THE SAME WAY, YOUR HONOR.  I THINK FROM A BUSINESS POINT OF

         15   VIEW, SUCCESSFUL WOULD JUST MEAN IS IT PROFITABLE OR ARE WE

         16   DOING WELL.  FROM THE KIND OF CONVERSATION THAT MR. BOIES

         17   AND I HAVE BEEN HAVING, I'VE IMPLICITLY BEEN USING

         18   "SUCCESSFUL" MEANING A REPLACEMENT -- SOMEONE THAT ASSUMES

         19   LEADERSHIP IN PROVIDING A PLATFORM.  HE HAS BEEN FOCUSING ON

         20   OPERATING SYSTEMS.

         21             THE COURT:  OKAY.

         22             I AM SORRY TO INTERRUPT YOU.

         23             MR. BOIES:  NO.  NOT AT ALL, YOUR HONOR.

         24             THE WITNESS ALREADY HAD.  AND THIS IS FINE.  I

         25   THINK THE WITNESS WANTS TO DISPLAY A CHART.
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          1             THE COURT:  SURE.

          2             MR. BOIES:  AND IF THE WITNESSES WILL TELL ME WHAT

          3   CHART IT IS --

          4             THE WITNESS:  IT WOULD BE, I GUESS, THE

          5   DEMONSTRATIVE EXHIBIT E-1.

          6             THE COURT:  DOES IT APPEAR IN YOUR DIRECT

          7   TESTIMONY?

          8             THE WITNESS:  I DON'T KNOW IF THAT IS FORMALLY

          9   TRUE.  IN MY COPY, IT IS BOUND WITH MY DIRECT TESTIMONY.

         10   BUT --

         11   BY MR. BOIES:

         12   Q.  BEFORE WE DO THAT, COULD I JUST ASK WHAT DO YOU HAVE UP

         13   THERE ON THE STAND?

         14   A.  YOU WANT THE COMPLETE INVENTORY?

         15   Q.  WELL, ACTUALLY, I WOULD BE SATISFIED IF YOU GAVE ME THE

         16   INVENTORY OF WHAT YOU HAVE THAT I HAVEN'T SEEN BEFORE.

         17   A.  WHAT I HAVE THAT YOU HAVEN'T SEEN BEFORE ARE TWO

         18   HANDWRITTEN SHEETS THAT I WROTE THAT HAVE SHORTHAND

         19   DESCRIPTIONS OF THE VARIOUS CHARTS AND EXHIBITS.

         20             I ALSO HAVE, WHICH ARE STUCK IN THE BACK OF THIS

         21   BOOK, SOME NEW IDC NUMBERS THAT HAVE PROJECTIONS FOR TOTAL

         22   MARKET SIZE THROUGH 2001, FROM WHICH ONE CAN MAKE AN

         23   INFERENCE ABOUT NETSCAPE'S LIKELY USER BASE GOING FORWARD.

         24   AND I DON'T BELIEVE YOU HAVE SEEN THAT EITHER.  WE JUST

         25   OBTAINED THOSE A COUPLE OF DAYS AGO.
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          1   Q.  WOULD IT BE AGREEABLE IF WE MADE A COPY OF THOSE DURING

          2   THE LUNCHEON RECESS?

          3   A.  I HAVE NO OBJECTION.  I AM NOT SURE I HAVE STANDING TO

          4   OBJECT.  BUT IT'S FINE BY ME.

          5             MR. UROWSKY:  MICROSOFT HAS NO OBJECTION.

          6             THE COURT:  MR. UROWSKY HAS NO OBJECTION.

          7   BY MR. BOIES:

          8   Q.  ALL RIGHT.  NOW, YOU WANT TO HAVE YOUR COUNSEL DISPLAY A

          9   CHART, AND I WANT TO GIVE YOU EVERY OPPORTUNITY TO EXPLAIN

         10   YOUR TESTIMONY.  SO IF YOU WILL TELL YOUR COUNSEL WHAT CHART

         11   YOU WANT THEM TO EXPLAIN --

         12   A.  THAT IS IT.

         13   Q.  THAT IS IT?

         14             THE COURT:  OKAY.

         15   BY MR. BOIES:

         16   Q.  AND WHAT IS THE QUESTION TO WHICH THIS CHART IS THE

         17   ANSWER?

         18   A.  I THOUGHT IT WAS THE ANSWER TO THE PENDING QUESTION,

         19   MR. BOIES, BUT WE HAVE BEEN A WHILE SINCE THE PENDING

         20   QUESTION.  SO THE QUESTION, AS I UNDERSTOOD IT, WAS THE

         21   COMPETITIVE THREATS TO MICROSOFT.  THAT'S AN ANSWER TO THAT.

         22   THAT BEARS ON THE ANSWER TO THAT.

         23             IT REMINDS ME, IN PARTICULAR, THAT I HAD NEGLECTED

         24   TO MENTION NETWORK COMPUTERS AS A PLATFORM THREAT.  AND --

         25   Q.  LET ME JUST GO THROUGH THESE.  ALL RIGHT?  DO I
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          1   UNDERSTAND YOUR TESTIMONY TO BE THAT WHAT IS IDENTIFIED

          2   HERE, IMAC, ORACLE, PALM PILOT, AMERICAN ONLINE, NETSCAPE,

          3   JAVA, AND UNIX OR LINUX -- OR BOTH -- ARE WHAT YOU REFERRED

          4   TO AS THE PLATFORM THREATS OR THE KNOWN PLATFORM THREATS

          5   FACING MICROSOFT?

          6   A.  THESE ARE CURRENT VISIBLE PLATFORM THREATS, YES, SIR.

          7   Q.  NOW, THESE ARE --

          8   A.  WE HAVE DISCUSSED MANY OF THEM.

          9   Q.  I AM SORRY?

         10   A.  I AM SORRY.  I AM JUST SAYING WE HAVE DISCUSSED MANY OF

         11   THEM.

         12   Q.  THESE ARE THE CURRENT VISIBLE ONES.  THAT IS, BEHIND

         13   THOSE QUESTION MARKS ARE THINGS YOU DON'T KNOW, RIGHT?

         14   A.  MR. BOIES, YOU'RE DOING AN EXCELLENT JOB OF PRESENTING

         15   THIS EXHIBIT.  YES, THAT'S CORRECT.

         16   Q.  I AM DOING MY BEST.

         17             SO THIS IS MEANT NOT TO BE JUST A FEW RANDOM

         18   EXAMPLES?  THESE ARE MEANT TO BE THE PLATFORM THREATS THAT

         19   YOU FIND VISIBLE TODAY, CORRECT?

         20   A.  THAT'S CORRECT.  BE ISN'T THERE.  I AM NOT ENTIRELY SURE

         21   WHY, AS I LOOK AT IT.  NETWORK COMPUTER IS THERE UNDER THE

         22   ORACLE BOX AND THE QUOTE IN THE CENTER.  AND I HAD RATHER

         23   FORGOTTEN THAT IN OUR EARLIER DISCUSSION, PERHAPS BECAUSE IT

         24   HAS FADED A LITTLE BIT, BUT IT IS STILL PRESENT.  AND I,

         25   FRANKLY, DON'T KNOW WHY BE ISN'T THERE.  BUT I DON'T THINK
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          1   THAT IS A MATTER OF GREAT MOMENT, AS WE HAVE BEEN

          2   DISCUSSING.

          3   Q.  COULD IT BE THAT BE ISN'T THERE BECAUSE IT IS NOT A

          4   SERIOUS PLATFORM THREAT TO MICROSOFT?

          5   A.  I WOULDN'T ACCEPT THAT.

          6   Q.  YOU WOULD NOT?

          7   A.  I THINK IT WAS THERE BECAUSE --

          8   Q.  LET ME ASK YOU, SIR.  LET ME ASK YOU.  OKAY?  ARE YOU

          9   TELLING ME OR, RATHER, ARE YOU TELLING THE COURT THAT YOU

         10   THINK THAT BE IS A SERIOUS PLATFORM THREAT TO MICROSOFT?

         11   A.  I BELIEVE YOU ASKED THAT QUESTION YESTERDAY, AND I

         12   BELIEVE MY ANSWER YESTERDAY STANDS.  IT IS A POTENTIALLY

         13   SERIOUS PLATFORM THREAT, AS ARE THOSE ON THAT CHART.

         14   Q.  OKAY.  WHAT I WANT TO CLARIFY -- AND YOUR LAST ANSWER

         15   HELPS ME DO IT -- I ASKED YOU WHETHER BE WAS A SERIOUS

         16   PLATFORM THREAT, AND YOU SAID IT WAS A SERIOUS POTENTIAL

         17   PLATFORM THREAT.  AND I TAKE IT THAT YOU PUT IN THE WORD

         18   "POTENTIAL" ADVERTENTLY, CORRECT, SIR?

         19   A.  THAT'S CORRECT.  I THOUGHT I SAID "POTENTIALLY SERIOUS"

         20   RATHER THAN "SERIOUS POTENTIAL," BUT IT IS OF NO

         21   CONSEQUENCE.

         22   Q.  OKAY.  NOW, YOU ALSO SAID THE ONES ON THIS CHART WERE

         23   LIKE BE IN THAT RESPECT.  AND I WANT JUST TO BE SURE THAT

         24   YOU DIDN'T MISSPEAK, AND I WANT TO GIVE YOU AN OPPORTUNITY

         25   TO TELL ME WHETHER THESE ARE SERIOUS POTENTIAL PLATFORM
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          1   THREATS, OR POTENTIALLY SERIOUS PLATFORM THREATS, OR WHETHER

          2   YOU THINK THESE ARE PRESENT SERIOUS PLATFORM THREATS.

          3   A.  I WILL BE HAPPY TO GIVE YOU MY OPINION AS WE GO AROUND

          4   THE RING, BUT --

          5   Q.  OKAY.  LET'S GO ROUND THE RING.

          6   A.  MAY I FINISH?

          7   Q.  SURE.

          8   A.  BUT IT'S IMPORTANT TO INDICATE VERY CLEARLY THAT IN THIS

          9   INDUSTRY, THESE ARE JUDGMENTS THAT, A, ARE DIFFICULT AND, B,

         10   MAY CHANGE AND, C, COULD EASILY, IN SOME RESPECTS, BE WRONG,

         11   AS THREATS EMERGE, BUT I AM HAPPY TO DISCUSS EVERY ONE OF

         12   THOSE.

         13   Q.  OKAY.  ALL I CAN DO IS GET YOUR BEST PRESENT JUDGMENT,

         14   SIR.

         15   A.  YES, SIR.

         16   Q.  WERE LET'S TAKE IMAC FIRST.  IS THAT A SERIOUS PLATFORM

         17   THREAT OR A POTENTIALLY SERIOUS PLATFORM THREAT, IF YOU HAVE

         18   A VIEW?

         19   A.  I HAVE A VIEW.  MAC HAS A -- IT WILL TAKE MORE THAN A

         20   SENTENCE, IF I MAY, TO EXPLAIN IT.

         21             MAC HAS A GOOD OPERATING-SYSTEM TECHNOLOGY.

         22   MAC -- APPLE HAS PRODUCED A VERY POPULAR MODEL OF COMPUTER

         23   AND HAS RECENTLY ATTRACTED THE ATTENTION OF MORE ISV'S THAN

         24   THEY HAD IN THE PAST.

         25             IF YOU HAD ASKED ME THIS QUESTION A YEAR AGO, I
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          1   WOULD HAVE SAID, "NO, I DON'T THINK SO."  NOW I BELIEVE

          2   APPLE HAS A GOOD DEAL MORE POTENTIAL.  WHETHER IT WILL

          3   BECOME A SERIOUS PLATFORM THREAT -- I WISH I HAD THAT

          4   CRYSTAL BALL, BUT IT IS CLEARLY IN A STRONGER POSITION THAN

          5   IT WAS.  IT HAS 12-AND-A-HALF-MILLION USERS, UNDOUBTEDLY

          6   MORE THAN MICROSOFT HAD IN THE MID-'80'S.  IT HAS ATTRACTED

          7   MORE ISV'S, AND IT HAS VERY POPULAR HARDWARE.

          8             SO, YES, I THINK IT IS A MORE SERIOUS PLATFORM

          9   THREAT.  WILL IT DISPLACE?  I CAN'T TELL.

         10   Q.  WHEN YOU SAY IT IS A MORE SERIOUS PLATFORM THREAT OR A

         11   MORE SERIOUS POTENTIAL PLATFORM THREAT, YOU'RE REFERRING TO

         12   MORE SERIOUS THAN IT WAS A YEAR AGO?

         13   A.  THAT'S CORRECT, YES.

         14   Q.  ALL RIGHT.

         15             LET ME GO AROUND IN CLOCKWISE ORDER.  WHAT IS THAT

         16   BOX WITH THE MAN IN THE HAT DESIGNED TO REFER TO?  WHO IS

         17   THAT MAN?

         18   A.  I MUST TELL YOU, MR. BOIES, I DO NOT KNOW, BUT IT IS THE

         19   LOGO OF, NOT SURPRISINGLY, RED HAT -- LINUX, AND THE "C" IS

         20   THE LOGO FOR CALDERA, ANOTHER DISTRIBUTOR OF LINUX.  THAT

         21   WAS THE QUESTION.

         22   Q.  OKAY.  NOW, IS LINUX, WHO I GUESS THE SYMBOLS ARE

         23   DESIGNED TO REPRESENT -- IS LINUX A SERIOUS PLATFORM THREAT

         24   TO MICROSOFT TODAY?

         25   A.  WE MAY NEED TO STEP BACK A MINUTE AND DEFINE TERMS.  IS
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          1   LINUX -- A SERIOUS PLATFORM THREAT WOULD BE AN ENTITY THAT

          2   HAS THE POTENTIAL TO ATTRACT SUFFICIENT ISV'S -- USERS AND

          3   OEM'S TO -- NOT TODAY, BUT TO POSE A THREAT TO PLATFORM

          4   LEADERSHIP IN SOME REASONABLY SHORT PERIOD.

          5             I THINK BY THAT DEFINITION, LINUX IS EMERGING INTO

          6   THAT CATEGORY.  I THINK THAT IS WHAT I SAID YESTERDAY.  I

          7   HOLD IT TODAY.

          8             I LEARNED THIS MORNING THAT DELL IS NOW SHIPPING

          9   LINUX, BECAUSE I HAD ASKED FOR INFORMATION ABOUT SHIPPERS OF

         10   LINUX.  DELL IS SHIPPING LINUX.  THIS IS -- LINUX APPEARS ON

         11   THE COVER OF "TECHNOLOGY REVIEW," A MAGAZINE PUBLISHED AT

         12   M.I.T., OVER WHICH YOU HAVE NO INFLUENCE.  THERE IS A PHOTO

         13   OF LINUS TORVALDS AND BILL GATES.  THE TRADE PRESS IS FULL

         14   OF LINUX.

         15             YES, IT LOOKS LIKE A PRETTY SERIOUS THREAT.

         16   Q.  DID YOU ASK, WHOEVER IT WAS YOU ASKED TO PROVIDE YOU

         17   WITH INFORMATION ABOUT LINUX SHIPMENTS, HOW MUCH DELL WAS

         18   SHIPPING?

         19   A.  THEY JUST ANNOUNCED.  IT'S A NEW ANNOUNCEMENT, AND THEY

         20   INDICATED THEY WOULD SHIP LINUX ON ORDERS OF FIFTY OR MORE,

         21   JUST TO BE ABSOLUTELY CLEAR.  SO THEY ARE NOT PUTTING IT

         22   THROUGH THEIR REGULAR RETAIL CHANNEL.  THEY ARE ANNOUNCING

         23   AVAILABILITY OR ORDERS OF THAT SIZE.

         24   Q.  WHO TOLD YOU THAT?

         25   A.  I WAS TOLD AT THE BREAK -- I WAS ACTUALLY HANDED A WEB
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          1   PAGE PRINTOUT AT THE BREAK BY -- WAS IT DR. EVANS FROM NERA?

          2   I HAD EXPRESSED AN INTEREST OVER COFFEE, AND I WAS TOLD AT

          3   THE BREAK THAT NERA HAD BEEN ALLOWED TO RESPOND TO MY

          4   EXPRESSIONS OF INTEREST IN THE DISCUSSION THIS MORNING AND,

          5   AS A CONSEQUENCE, THEY HANDED ME THIS PAGE.

          6   Q.  WHEN WAS THIS PAGE HANDED TO YOU?

          7   A.  AT THE BREAK.

          8   Q.  AT THE BREAK, LIKE TWENTY MINUTES AGO, OR THIRTY MINUTES

          9   AGO?

         10   A.  YES.

         11   Q.  AND WHO HANDED IT TO YOU?

         12   A.  I BELIEVE IT WAS DR. EVANS OR ONE OF THE PEOPLE WITH

         13   HIM.

         14   Q.  OR ONE OF THE PEOPLE WITH HIM?

         15   A.  YES, IT WOULD HAVE BEEN DR. NICHOLS OR MS. HOLBROK.

         16   Q.  AND THIS WAS, ACCORDING TO YOUR TESTIMONY, IN RESPONSE

         17   TO WHAT REQUEST THAT YOU MADE, AND WHEN?

         18   A.  I INDICATED, I THINK, AS WE WERE HAVING COFFEE THIS

         19   MORNING, THAT I WOULD BE INTERESTED IN SUCH INFORMATION.

         20   SINCE AT THAT TIME THE UNDERSTANDING WE WERE OPERATING UNDER

         21   WAS THAT NO ONE WAS ALLOWED TO RESPOND TO MY INTEREST, NO

         22   ONE SAID ANYTHING.

         23   Q.  WHO WERE YOU HAVING COFFEE WITH THIS MORNING, SIR?

         24   A.  I HAD COFFEE THIS MORNING WITH THE NERA GROUP --

         25   DR. EVANS --
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          1   Q.  ANYONE ELSE?

          2   A.  I DON'T BELIEVE ANYONE EVER SAT DOWN IN THE ROOM.

          3   MR. UROWSKY CAME INTO THE ROOM.  WE HAD A BRIEF

          4   CONVERSATION, NOT DEALING WITH ANY OF THE SUBSTANCE OF ANY

          5   TESTIMONY.  MR. HEINER MAY HAVE COME IN.

          6   Q.  AND IT WAS IN RESPONSE TO THAT COMMENT OVER COFFEE THAT

          7   SOMEBODY HANDED YOU THIS THING ABOUT DELL DURING THE BREAK

          8   THIS MORNING?  IS THAT WHAT YOU'RE SAYING?

          9   A.  THAT'S WHAT I AM SAYING, YES.

         10             THE COURT:  AND THE SOURCE OF THIS INFORMATION WAS

         11   SOMEBODY FROM THE NATIONAL ECONOMIC RESEARCH ASSOCIATES?

         12             THE WITNESS:  YES.  IT WAS A PRINTOUT FROM A WEB

         13   PAGE.  IT WAS ONE OF THE INDUSTRY NEWS LETTERS THAT'S ON THE

         14   WEB.

         15             THE COURT:  YOUR CONSULTING FIRM?

         16             THE WITNESS:  NOT MY FIRM.  THE FIRM THAT IS

         17   SUPPORTING ME IN THIS MATTER, YES, SIR.

         18   BY MR. BOIES:

         19   Q.  DID YOU ASK ANYBODY TO INQUIRE AS TO WHAT EXTENT DELL

         20   WAS INTENDING TO SHIP THIS, OTHER THAN THAT IT REQUIRED

         21   ORDERS OF FIFTY OR MORE?

         22   A.  I ASKED FOR THE INFORMATION THAT WAS AVAILABLE -- ANY

         23   NEW INFORMATION.  I GOT THE STORY.  I READ THE STORY.  IT

         24   WASN'T INFORMATIVE ON DELL PROJECTED VOLUME.  IT SIMPLY

         25   INDICATED THE TERMS ON WHICH THEY WERE OFFERING TO SELL.
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          1   Q.  OKAY.

          2             THE COURT:  MR. BOIES, I THINK A LOT OF THIS IS IN

          3   THE PUBLIC DOMAIN.  THERE IS A TWO-PAGE ARTICLE IN NEWS WEEK

          4   THIS WEEK ABOUT LINUX AND TORVALDS AND WHAT HIS ANTICIPATION

          5   IS WITH RESPECT TO THE FUTURE OF HIS FRANCHISE.

          6             MR. BOIES:  RIGHT, AND THE FUTURE OF THE OPERATING

          7   SYSTEM.

          8             THE COURT:  SURE.

          9             MR. BOIES:  I SAW THE ARTICLE.

         10   BY MR. BOIES:

         11   Q.  INCIDENTLY, DID YOU SEE THAT ARTICLE, DEAN SCHMALENSEE?

         12   A.  IN THIS WEEK'S NEWS WEEK?

         13   Q.  YES.

         14   A.  I DON'T BELIEVE I HAVE READ IT.  I HAVE BEEN A LITTLE

         15   BUSY.

         16   Q.  SO HAVE WE ALL.

         17             GOING AROUND IN CLOCKWISE ORDER, THE NEXT ONE IS

         18   JAVA.  IS JAVA, AS YOU DESCRIBE IT, A SERIOUS PLATFORM

         19   THREAT AT THE PRESENT TIME TO MICROSOFT?

         20   A.  I BELIEVE JAVA STILL IS A SERIOUS THREAT, YES.

         21   Q.  AND THE NEXT BOX IS AOL AND SUN AND NETSCAPE.

         22   A.  THAT'S CORRECT.

         23   Q.  DO THEY REPRESENT SERIOUS PLATFORM THREATS, IN YOUR

         24   JUDGMENT?

         25   A.  THAT'S A VERY COMPLICATED ISSUE.  THE SHORT ANSWER IS
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          1   "YES."  IT'S A COMBINATION OF VERY ATTRACTIVE TECHNOLOGIES,

          2   LARGE USER BASE AND CERTAINLY, IN THE CASE OF SUN, A VERY

          3   STRONG INTEREST IN BECOMING THE LEADING PLATFORM.  SO THAT

          4   ALLIANCE, I BELIEVE, DOES REPRESENT A SIGNIFICANT PLATFORM

          5   THREAT TO MICROSOFT.

          6   Q.  OKAY.  WE TALKED ABOUT PALM PILOT YESTERDAY.  IS ORACLE

          7   A SERIOUS PLATFORM THREAT, IN YOUR VIEW?

          8   A.  ORACLE, NO.  ORACLE IS -- THE ORACLE LOGO IS THERE,

          9   FIRST OF ALL, TO POINT TO THE PRIMARY OR AN IMPORTANT

         10   SPOKESMAN FOR THE SO-CALLED NETWORK COMPUTER MODEL, OR THE

         11   NC MODEL, OR THE THIN CLIENT MODEL, AS HAS BEEN DISCUSSED.

         12             I GUESS MY JUDGMENT AT THIS STAGE, FRANKLY, IS

         13   THAT THE THREAT POSED A FEW YEARS AGO AND TAKEN VERY

         14   SERIOUSLY BY MICROSOFT AND BY OTHERS -- POSED BY THE NETWORK

         15   COMPUTING MODEL HAS RECEDED SOMEWHAT.  THIS MAY, FROM

         16   MICROSOFT'S POINT OF VIEW, BE VERY OPTIMISTIC, BUT MY SENSE

         17   IS THAT IS PROBABLY NOT A SERIOUS THREAT, ALTHOUGH I SAY

         18   THAT WITH VERY LITTLE CONFIDENCE.

         19   Q.  NOW, LET ME GO AROUND THIS CIRCLE ONE MORE TIME.  WE

         20   TALKED ABOUT LINUX YESTERDAY.

         21             COULD WE GET THAT BACK UP?

         22             WE TALKED ABOUT LINUX YESTERDAY -- THE EXTENT TO

         23   WHICH, IF ANY, THEY REPRESENTED A VIABLE COMPETITIVE

         24   ALTERNATIVE TO OEM'S AS AN ALTERNATIVE TO TAKING THE WINDOWS

         25   OPERATING SYSTEM.  AND I WOULD LIKE TO ASK YOU THE SAME
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          1   QUESTION WITH RESPECT TO THE OTHER PEOPLE.  DOES JAVA, AS

          2   YOU UNDERSTAND IT, REPRESENT A VIABLE COMPETITIVE

          3   ALTERNATIVE TO OEM'S AS AN ALTERNATIVE TO MICROSOFT'S

          4   OPERATING SYSTEM?

          5   A.  NOT AT THE MOMENT, BECAUSE PURE JAVA APPLICATIONS

          6   APPARENTLY ARE NOT SUFFICIENTLY ATTRACTIVE THAT JAVA HAS

          7   ACHIEVED ITS GOAL OF COMMODITIZING THE OPERATING SYSTEM.

          8   SO, AT THE MOMENT, NO.

          9   Q.  WHAT ABOUT AMERICAN ONLINE, SUN, OR NETSCAPE, OR ANY OF

         10   THEM IN COMBINATION?  DO THEY OFFER WHAT YOU CONSIDER TO BE

         11   A VIABLE COMPETITIVE ALTERNATIVE TO MICROSOFT'S OPERATING

         12   SYSTEMS FOR SALES TO OEM'S?

         13   A.  MR. BOIES, THAT CHART IS LABELED "LONG-RUN."  AND IN THE

         14   SHORT-RUN, THEY DO NOT.

         15   Q.  AND BY THE "SHORT-RUN," WE'RE TALKING ABOUT THE PRESENT

         16   TIME.  I UNDERSTAND THAT TALKS ABOUT LONG-RUN.  I AM ONLY

         17   ASKING AT THE PRESENT TIME.

         18   A.  I JUST WANTED TO BE CLEAR ON THE POINT.  THAT'S CORRECT.

         19   Q.  AND IS IT FAIR TO SAY THAT PALM PILOT WOULD NOT BE A

         20   PRESENT VIABLE COMPETITIVE ALTERNATIVE FOR OEM'S WHO ARE NOW

         21   PURCHASING THE WINDOWS OPERATING SYSTEM?

         22   A.  THAT IS CERTAINLY FAIR.

         23   Q.  AND THE SAME WOULD BE TRUE FOR ORACLE AND OTHER

         24   PURVEYORS OF THE NETWORK COMPUTER, IS THAT CORRECT?

         25   A.  THAT'S A LITTLE MORE COMPLICATED.  IF AN OEM WERE TO
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          1   DECIDE TO BE IN THE NETWORK COMPUTER BUSINESS, IT WOULD BE

          2   IN A SOMEWHAT DIFFERENT BUSINESS THAN P.C.'S.  THAT REALLY

          3   IS A DIFFERENT PARADIGM REALLY FOR BUSINESS COMPUTING, BUT

          4   CERTAINLY THERE IS -- I MEAN THERE IS AN OPERATING SYSTEM.

          5   SUN OFFERS AN OPERATING SYSTEM.  ORACLE RUNS A MACHINE

          6   WITHOUT AN OPERATING SYSTEM FOR SOME PURPOSES, BUT I THINK

          7   FOR P.C.'S AS YOU WERE TALKING ABOUT THEM TODAY, THE ANSWER

          8   IS "NO."

          9   Q.  DO YOU UNDERSTAND THAT ORACLE OR SUN HAS ANY PLANS TO

         10   OFFER AN OPERATING SYSTEM IN COMPETITION WITH MICROSOFT FOR

         11   USE BY OEM'S?

         12   A.  NO.  THEIR PLATFORM COMPETITION GOES IN A DIFFERENT

         13   DIRECTION.  THEY ARE NOT INTENDING TO COMPETE WITH WINDOWS

         14   THROUGH THE OEM CHANNEL.  THEY HAVE RATHER DIFFERENT

         15   COMPETITIVE STRATEGY, BUT IT IS A COMPETITIVE STRATEGY.

         16   Q.  BUT IT'S NOT A COMPETITIVE STRATEGY THAT INVOLVES

         17   COMPETING WITH MICROSOFT IN SELLING OPERATING SYSTEMS TO

         18   OEM'S, CORRECT, SIR?

         19   A.  TO MY KNOWLEDGE, THEY DO NOT CURRENTLY INTEND TO COMPETE

         20   WITH MICROSOFT IN THAT FASHION.

         21   Q.  OKAY.  AND I TAKE IT THAT IT IS ALSO CLEAR TO YOU, SIR,

         22   THAT APPLE DOES NOT INTEND TO COMPETE WITH MICROSOFT IN

         23   ATTEMPTING TO MARKET OPERATING SYSTEMS TO OEM'S?

         24   A.  THEY DID COMPETE IN THAT FASHION BRIEFLY.  I HAVE NO

         25   INFORMATION THAT INDICATES THEY INTEND TO TRY IT AGAIN.
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          1   Q.  BRIEFLY AND UNSUCCESSFULLY, CORRECT, SIR?

          2   A.  FOR A RANGE OF REASONS, UNSUCCESSFULLY, THAT'S CORRECT.

          3   Q.  OKAY.

          4             THE COURT:  ARE YOU MOVING ON TO ANOTHER SUBJECT?

          5             MR. BOIES:  YES.

          6             THE COURT:  I THINK WE'LL TAKE OUR LUNCHEON RECESS

          7   NOW.

          8             MR. BOIES:  THANK YOU, YOUR HONOR.

          9             (WHEREUPON, AT 12:15 P.M., THE ABOVE-ENTITLED

         10   MATTER WAS RECESSED FOR LUNCH.)
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